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Legal Factors Underlying 
Bank Mergers 


ROBERT H. MARSHALL* 


The post-World War II period has been marked by a rising 
number of mergers among commercial banks in the United 
States. In the seven year period 1950 to 1956, for example, a 
total of 1,019 separate banks ceased operations through merger 
transactions of various types.’ 

Basically, the current bank-merger movement reflects the 
adaptation of commercial banks to changing economic condi- 
tions, particularly through the acquisition of “ready-made” 
banking offices. 

Nevertheless, certain non-economic elements provide the 
tone and the setting in which bank mergers transpire. Legal 
considerations constitute an important non-economic factor af- 
fecting the over-all movement. This paper examines and ap- 
praises the significant legal factors underlying bank mergers. 


Legislation Affecting Bank Mergers 
All bank mergers occur within a legal context. The statu- 


tory regulations of the various bank-supervisory agencies, both 
federal and state, thus serve as a limiting factor surrounding 


* Robert H. Marshall, Assistant Professor, Department of Economics, Co of 
Business and Public Administration, University of Arizona. _ 

1 Figure computed from Federal Reserve Bulletin, Feb issues, 1947-1957. For 
thin puspeses of Chto paper, 6 ianiger to aay fam of qombinction whenby two or 
more going banks are joined under a single charter and a single management. This 
broad definition would thus cover such specific ways of joining two or more 
— as “consolidation”, “absorption”, and “purc ° yer o there are 
legal and technical differences among the various specific forms of , the 
essential economic result is the same: the combined banks are brought under the 
stipulations of one charter and of one management. 
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the bank-merger movement. An examination of legislative 
history of statutes affecting bank mergers indicates a gradually 
eased legal atmosphere in which mergers may occur. 

The earliest legislation affecting bank mergers was contained 
in the two general antitrust acts: the Sherman Act of 1890 and 
the Clayton Act of 1914. The former statute prohibits com- 
binations in restraint of trade, attempts to monopolize, or the 
monopolistic control of trade or commerce. Any merger, re- 
gardless of how accomplished, is illegal if proof is established 
that the transaction has actually resulted in an unreasonable 
lessening of competition.’ 

Section 7 of the Clayton Act was enacted to forestall mergers 
outside the reach of the Sherman Act, by forbidding mergers 
accomplished through stock acquisitions where the effect may 
be a substantial lessening of competition or a tendency to 
monoply. With regard to bank mergers, concurrent responsi- 
bility for enforcement of the section rests with the Attorney 
General and the Federal Reserve Board.° 

The passage of the Consolidation Act of 1918, as later 
amended by the McFadden Act of 1927, marked the first in a 
series of specific steps facilitating bank mergers within and 
across jurisdictional boundaries.‘ Under provisions of the latter 
Act, national banks could consolidate with other national banks, 
and with state banks under a national charter. Direct com- 
binations of national banks with state banks under state charters 
were not permitted until the enactment of the so-called “two- 
way street” law of August 17, 1950. Prior to the passage of 
the latter Act, a national bank desiring to merge under state 
2 
Interim ‘Repiet of the Astitzast Sub-commn sates (Skcomsaes No. 5), Puma te 
1988, nae Congress, 1st Session, Washington: Government Printing Office, 
re tien ane See mae bee bee poet ent, with 


I cally non-exist 
the sole exception of the Federal Reserve’s unsu we pa ge 
» P- S2e. 


Review, 49:589-606, May, 1949; M. L. Ramsey, “Banks and the Antitrust Laws: 
An Unresolved Problem,” American Bar Association Journel, 37:427-30, June, 1951. 
* Charlotte P. Alhadeff and David A. Alhadeff, “Recent Bank Mergers,” Quarterly 
Journal of Economics, November, 1955, p. 531. 
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charter was compelled to forego its national charter, liquidate, 
and dispose of its business to the state bank. 

The existence of a “one-way street” for mergers between 
national and state banks before 1950 constituted a significant 
obstacle to proposed mergers, “especially in cases where a sub- 
stantial portion of the capital of a national bank under liquida- 
tion shows a capital gain.”* Tax considerations are given close 
attention in merger negotiations. In a merger, stockholders 
of the acquired bank do not incur a tax liability for capital 
gains on new shares received in exchange for old shares.* In 
a purchase of assets transaction, the absorbed bank’s share- 
holders may be compelled to pay capital gains taxes on cash 
received for their shares.’ 

The significance of the “two-way street” law derives from 
the fact that shareholders of a national bank desiring to merge 
with a state bank under the latter's charter are not first com- 
pelled to liquidate their holdings. In fact, some observers 
indicate that: 


In most cases, stockholders don’t want cash; they would rather 
continue as owners of the surviving bank, particularly since they 
usually get a better return than they have been getting. In short, 
stockholders of the absorbed bank have tended to favor a merger 
over a purchase. In many cases, of course, this may be overcome 
by making the purchase price sufficiently attractive.® 


5 Thomas B. Paton, “Conversion, Merger, and Consolidation Legislation—‘Two-Wa 
— for National and State Banks,” The Banking Law Journal, January, 1954, 
p. 1 
6 Federal Reserve Bank of yy a “The Branch and Merger Movement in the 
Third Federal Reserve District,” Business Review, November, 1954, p. 14. 
7 Ibid. A cash deal involves a liability for ca agg ce SA 
where the shareholders of the absorbed bank gain a pro A transaction establish- 
ing yment partially in cash and partially aan! ake — lems. In 
tter instance, it is necessary to roe Mil what at. proportion of cash Pay: 
a represents accumulated earned surplus that is le to the shareholders, and 
what proportion is a return of capital. Cf. Ed Tyng, “Bank Mergers Facilitated 
by Hole State Statutes, The Journal of Commerce, April 6, 1955, p. 2. 
8 Federal Reserve Bank of Philadelphia, “The Branch and M Movement in the 
Third Federal Reserve District,” loc. cit. The study indicated the increased resort 
by banks in the Third Federal Reserve District to the merger, rather than 
device subsequent to the passage of the Act of August 17, 1950. A total of 66 
combinations occurred among banks in the District in the seven and a half years 
between 1946 and mid-1954. Of the latter number, 28 transactions, or approximately 
40 percent of the total, were purchases of assets. Fuerte tho cnsenient of Oe 
“two-way street” law, three fanthe of the combinations resulted through purchases. 
After the law was passed, og re one-third of the acquisitions were made 
vis purchase agreements. Ibid., p. 1 
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In late December of 1950, the Celler-Kefauver antimerger 
bill was enacted into law.’ The latter Act extended the pro- 
hibitions of Section 7 of the Clayton Act to mergers achieved by 
the acquisition of assets.” Stock and asset acquisitions by non- 
banking corporations subject to the jurisdiction of the Federal 
Trade Commission came within the purview of the amended 
section. Banks were not covered: 


Because of the revisions made in subsequent versions of anti- 
merger bills . . . it became impracticable to include within the 
scope of the act (Celler-Kefauver Act) corporations other than those 
subject to regulation by the Federal Trade Commission. Banks, 
which are placed squarely within the authority of the Federal 
Reserve Board by section 11 of the Clayton Act, are therefore 
circumscribed insofar as mergers are concerned only by the old 
provisions of section 7, and certain additional statutes which do 
not presently concern themselves substantively with the question 
of competition in the field of banking." 


The predominance of stock acquisitions was explained in a 
House Judiciary Committee report to accompany the Celler- 
Kefauver bill: 


“It is much easier to purchase stocks than assets. This is 
especially true in the case of holding companies which mush- 
roomed during this early merger movement, since the holding 
company can readily exchange some of its shares for the stock 
of the company to be absorbed. Moreover, stock acquisitions are 
peculiarly suitable in any era which is characterized by the flota- 
tion of enormous amounts of watered stock. The prevailing method 
of promoters in bringing together these huge consolidations was 


9 64 Stat. 1125; Public Law 899, 81st Congress, 2d Session, (1950); 15 U. S. C. 18. 
10 Prior to 1950, most mergers were accomplished through stock purchases. Mergers 
via the acquisition of assets were relatively unimportant before that time. Cf. House 
Report 1417, 84th Congress, Ist Session (1955), p. 3. 
11 U. S. Congress, House Committee on the ey: Bank Mergers and Concentration 
Banking Facilities, 82d Congress, 2d , Washington, D. C.: Government 
Printing Office, 1952, p. vii. Several congressional bills have been submitted that 
provide the Board of Governors of the Federal Reserve S and the 


ie 


Attorney General with authority to move against both asset and stock acquisi- 
tions by banks. Two which were pending in the House Banking and Currency 
Committee in 1955, included H.R. 2115 and H.R. 6405. Representative Emanuel 
Celler of New York introduced H.R. 5948 to the House Committee on the Judiciary 
May 2, 1955. Senator Sparkman introduced a similar bill, S. 2075, to the Senate 
udiciary Committee on May 25, 1955. Cf. U. S. Congress, House Committee on 


Judiciary, Corporate Bank Mergers, p. 33. 


8 


ay 
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to form a great holding company, which would then issue under 
its own name vast amounts of stock. Part of the stock so issued 
would be used to pay off the owners of the separate companies 
absorbed in the consolidation. The greater the amount of watered 
stock, the easier it was to absorb companies through the medium 
of stock transfers.” 


See House Report 1191, 81st Congress, 2d Session (1949), 
p. 4. 


The most recent legislation tending “to expedite the merger 
process” was the Act of July 14, 1952, which broadened the 
power of national banks to combine with other banks.” A 
significant feature of the latter Act was the elimination of the 
right of dissenting shareholders in the absorbing bank to require 
cash payment for their shares.“* Of course, at least two-thirds 
of the participating banks’ shareholders must approve the mer- 
ger. The modification in the law was designed for those trans- 
actions involving the absorption of small banks by large banks. 

Although the foregoing brief review of federal merger legis- 
lation indicates a tendency toward the easing of the legal frame- 
work in which mergers transpire, other more intangible factors 
have contributed to the same result. One less overt element 
limiting federal regulation of bank mergers emanates from the 
uncertain atmosphere surrounding the particular benchmarks 
to be applied in appraising mergers.’* It can be argued, of 
course, that the administrative decisions of federal and state 
officials can serve as indirect restrictions on bank mergers. 
Nevertheless, the Chairman of the Board of Governors of the 
Federal Reserve System appraised the uncertainty element as 
follows: 


It is apparent, therefore, that present statutory provisions with 
respect to bank mergers and consolidations do not provide effective 
means for the prevention of mergers and consolidations which may 
result in a lessening of competition or a tendency to monopoly. 
Even in those cases in which consent is necessary, the law does 








12 U. S. Congress, House Committee on the Judiciary, Bank Mergers and Concentra- 
tion of Banking Facilities, p. 24. 


13 This right had been a statutory privilege of dissenting shareholders of acquirin 
banks for over 30 years. Ibid., p. 25. has . iis 


14Charlotte P. Alhadeff and David A. Alhadeff, “Recent Bank Mergers,” op. cit., p. 523. 
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not specifically require the Comptroller of the Currency, the 
FDIC, or the Board, in determining whether to grant or withhold 
consent, to consider whether the proposed merger or consolida- 
tion will lessen competition or tend to a monopoly or to consider 
any other specific standards or guides.’® 


Branch Banking Statutes 


Another legal factor affecting the bank-merger movement 
is the existing pattern of federal and state statutes governing 
branch banking. Some banking observers term the prohibition 
against interstate branch banking as a highly potent restriction 
on bank mergers."* In addition, the acquisition of banks via 
merger and their subsequent conversion into branches occur 
within the framework of branch banking legislation. Branch 
banking statutes also regulate the conversion or transfer of 
branches acquired through merger. Accordingly, the various 
federal and state laws relating to branch banking modify the 
geographical pattern and incidence of merger transactions 
throughout the United States. 

The present section describes the federal and state laws 
governing branch banking, and then relates the latter laws to 
their impact upon the bank-merger movement. 

Federal law—The various federal statutes governing branch 
banking accord to national banks a competitive basis similar 
to that enjoyed by state chartered banks.” The legal rights 
granted to national banks in the establishment of branches are 
therefore closely linked to those given to state banks by states’ 
statutes. 

Upon the approval of the Comptroller of the Currency, a 
national bank may establish and operate new branches in the 
following two cases: 


15 Letter to the Chairman of the House Committee on the Judiciary, dated June 26, 
1952, contained in U. S. Congress, House Committee on the Judiciary, Bank Mergers 
and Concentration of Banking Facilities, p. 25. ; 
16 Charlotte P. Alhadeff and David A. Alhadeff, “Recent Bank Mergers,” op. cit. p. 
523. Other writers allude to the branch banking law as a limiting factor upon bank 
ers. Cf. Tyng, “Bank Mergers Facilitated by Federal, State Statutes,” loc. 
cit.; Federal Reserve Bank of Chicago, “Bull Market in Mergers,” Business Condi- 
tions, July, 1955, p. 14; Federal Reserve Bank of Philadelphia, “The Branch and 
Merger Movement in the Third Federal Reserve District, op. cit.. November, 1954. 
17 Federal Reserve Bank of Philadelphia, “The Branch and Merger Movement in the 
Third Federal Reserve, District,” loc. cit., November, 1954. 
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(1) Within the limits of the city, town or village in which said 
association is situated, if such establishment and operation are at 
the time expressly authorized to State banks by the law of the 
State in question; and (2) at any point within the State in which 
said association is situated, if such establishment and operation 
are at the time authorized to State banks by the statue law of 
the State in question by language specifically granting such au- 
thority affirmatively and not merely by implication or recognition, 
and subject to the restrictions as to location imposed by the law 
of the State on State banks.'* 


The Board of Governors of the Federal Reserve System and 
the Federal Deposit Insurance Corporation apply similar limita- 
tions and restrictions to the establishment of branches by state 
member banks and insured state nonmember banks, respect- 
ively, as the Comptroller of the Currency does to national 
banks.’® 

Finally, the conversion or transfer of branches acquired 
through a merger agreement must receive prior written approval 
by the appropriate bank-supervisory agency according to wheth- 
er the resulting bank is a national bank or District of Columbia 
bank, a state member bank, or an insured state nonmember 
bank.” 

Federal statutes relating to branch banking are closely in- 
tegrated with the legislation of the several states. At the present 
time, 18 states, including the District of Columbia, permit branch 
banking on a state-wide basis.” A total of 17 states allow 
branch banking within limited areas. The remaining 14 states 
either prohibit branch banking or have no legislation regarding 
branch banking.” 


Impact of Laws upon Mergers 


Inherent within many merger transactions are banks’ desires 
to obtain “ready-made” branches. Banking offices are obtained 


18 Board of Governors of the Federal Reserve System, Compilation of Federal and 
State Laws Relating to Branch Banking within the United States, July 1, 1951, p. 2, 
hereafter cited as Compilation. 

19 Ibid., p. 3. 

20 Cf. statement by Chairman Martin of the Board of Governors of the Federal Re- 
serve System before the Subcommittee on Antitrust and Monopoly of the Senate 
Committee on the Judiciary, June 24, 1955, p. 6, mimeograph copy. 

21 Compilation, p. 1. 


22 Ibid. 
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through merger either by converting absorbed banks into 
branches or by transferring acquired branches to the absorbing 
institutions. The number of banks ceasing operations by con- 
version into branches via merger transactions has risen steadily 
in recent years.” Whereas some 55 banks ceased operations 
annually in the immediate post-war years, the number soared 
to a new high of 205 during the year 1955. The ultimate dis- 
position among the various classes of acquiring banks, for the 
absorbed banks converted into branches during the period 1946- 
1956, reflects the predominant conversion of absorbed non- 
member banks into branches of member banks.” 


Although the number of absorbed banks converted into 
branches has increased appreciably during the post-war period, 
the number of de novo, or newly, established branches has been 
even greater. No more than 34 per cent of the total number of 
additional commercial banks’ branches in any one year of the 
post-war period have been established via conversion of ab- 
sorbed banks.” 


Nevertheless, the foregoing data do not greatly discount the 
significance of legal considerations in initiating bank mergers. 
According to some writers: 


A de novo branch must satisfy the regulatory authorities of the 
“need” for its existence, and that it is not always easy when other 
banks already exist in the area. Moreover, it would be difficult to 
obtain authorization for as many de novo branches as could be 
obtained in a large, multi-bank merger. Indeed, some state laws 
make it easier to acquire a bank and convert it into a branch than 
to open a de novo branch.”* 


28 See appendix, table 1. 
24See appendix, table 2. 
25 See appendix, table 3. 
26 Charlotte P. Alhadeff and David A. Alhadeff, “Recent Bank Mergers,” op. cit., p. 
517. John J. McCloy, Chairman of the Board of Directors of the Chase-Manhat 
Bank of New York, referred to the use of the merger device as a means of over- 
— supervisory reluctance against the establishment of de novo branches in 
New York City. Cf. U. S. Congress, House Committee on the Judiciary, Bank 
Mergers, p. 24f. 

owever, the criterion of “need” can also be applied to the proposed establish- 
ment of branches through the conversion of absorbed banks. In early November, 
1955, the Superintendent of Banks of the State of New York vetoed two proposed 
mergers among New York State banks. The one proposal, which had been sub- 
mitted to the Superintendent of Banks on an inf basis, involved the merger 
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Then, too, some states do not permit the establishment of de 
novo branches in certain instances, while at the same time allow- 


ing for entry through acquisition.” 


The various states’ laws governing the scope of branch 
banking constitute another limiting legal factor upon the ac- 
quisition of branches via merger. Given the desire to obtain 
“ready-made” banking facilities, banks contemplating merger 
must consider their individual states’ statutes relating to the 
geographical limits on branches. Federally chartered banks 
would, of course, be equally subject to these various laws, just 
as are state chartered institutions. The merger activity of na- 
tional banks during the 9-year period 1946-1954 was more pro- 
nounced in those states permitting state-wide or limited-area 
branch banking, as compared with those states prohibiting or 
having no legislation on branch banking.” 


Expressing the number of mergers involving national banks 
during the period as a percentage of the number of active na- 
tional banks at year-end 1946 affords an index of merger activity 
during the 9 years. States allowing state-wide branch banking 
exhibited the highest rate of merger activity involving national 
banks. In the latter group, particularly active states included 
Arizona, Rhode Island, Oregon, Idaho, Washington and Cali- 


fornia.”” 


of the Marine Midland Trust Company of Central New York, whose head office is 
in Syracuse, with the Auburn Trust Company of Auburn, N. Y. The Banking De- 
partment of the State of New York indicated that the proposed merger would have 
upset the competitive balance between the $21,478,000 Auburn Trust Company 
and the $16,800,000, National Bank of Auburn, the sole banks in the latter city. 


The formally proposed second transaction concerned the merger of the Ramapo 
Trust Company in Rockland County into the County Trust Company of White Plains, 
Westchester County. The Superintendent of Banks characterized the latter proposal 
as possibly modifying the underlying character of the unit banking system in Rockland 
County. The Superintendent called for presently operating banks in Rockland 
County to be given the opportunity to prepare to meet the anticipated increased 
needs of expected suburban developments in the county. Leif H. Olsen, “Banking 
Mergers Encounter Snag,” The New York Times, November 13, 1955, pp. 1 & 2. 


27 Charlotte P. Alhadeff and David A. Alhadeff, “Recent Bank Mergers,” op. cit., 
p. 522. The branch banking laws of the states of New Jersey and New York are two 
good cases in point. Cf. Compilation, pp. 17-20. 


28 See appendix, table 4. 


29 It is important to note that the computed percentages accord equal weight to all 
merger transactions, regardless of how many banks may be races Hoe in any one bank 
merger. For example, in 1954, the simultaneous absorption of 14 banks by a large 
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States permitting branch banking within limited areas ex- 
hibited a merger rate of 12.8 per cent during the period.” Mer- 
ger activity in these states ranged from no mergers in New 
Mexico to 18.0 per cent in the State of Pennsylvania. On the 
other hand, states prohibiting branch banking had less than 3 
per cent of their national banks participate in mergers during 
the period. West Virginia showed the highest rate of participa- 
tion for any state in this group. The four states having no 
branch banking laws indicated a relatively low merger rate of 
4.9 per cent. 

The foregoing data do not imply that the status of branch 
banking legislation is the sole or major factor impelling banks 
to merger." The branch banking statutes do, however, com- 
prise varying limits within which economic motives for merger 
can be satisfied. 


San Francisco bank was counted as a single merger. The latter transaction thus 
receives the same weight as the absorption of one bank by another bank. Addi- 
tional ——— may be given: during 1954, a large national bank in Portland, Oregon, 
acquired 5 banks in one merger transaction; and 11 additional banks were abso 

in a subsequent merger agreement. Cf. Comptroller of the Currency, Annual Report, 
1954, p. 496. 

30 States in this group have varied regulations, but branches are generally restricted 
to locations near the main office, or to centers with inadequate banking service. 

31 For example, states prohibiting branch banking generally have more bankin 
offices per thousand population than do other states with more liberal om 
banking laws. According to the Comptroller of the Currency, the latter fact may be 
explained by the generally rapid increase in population in many of the states per- 
mitting branch banking. See Address of Ray M. Gidney, Comptroller of the Cur- 
rency, before annual meeting of the National Association of Supervisors of State 
Banks at Chicago, September 21 and 22, 1955, contained in The American Banker, 
September 28, 1955, p. 57. 
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TABLE 4 


Number of Mergers Involving National Banks, for Period 1946 to 1954, 
Expressed As a Percentage of Number of Active National Banks by 





State and Legal Grouping, United States, December 31, 1946 


(To nearest tenth of a percent) 


States permitting 


State-wide branch Number of 
banking mergers 
pn a 2 On Oe 3 
EES es See 26 
CE cntcnitinemiman 12 
SID - isninsniaiteabsieinemestsigainil 3 
District of Columbia .............. 3 
OD ‘siciticasaiininsesientiieisibiitiehangnies 7 
STII. : cxstesesmiamnsnibintineiecunatnasiittes 2 
Maryland _ ....scssssssssseeseeseseeneenes 10 
IL, ncssiseeiieianibiaiaaenenenn 1 
SD TINIE esincicinsvinnserenenien 5 
OPO BON  eevecsersecsesscsesscsnssncsscscrees ll 
IT inncicuntiimeninnciinnn 7 
ES GRID cctesscicecceseseccesee 1 
I sinter ntentanetinns 1 
ED cccrathbcincdststantiendianes 3 
Ee 2 
| REC REAE 3 
Washington  .....ccssessssseseeneenesnes 17 
BE OED catcnccimnicniil 117 
States prohibiting Number of 
branch banking mergers 
IIIT isisiaecuceielinsihiciuaainetiins 0 
SET; ssisiisninsniibidanimenainen 2 
STTIIIIED : cussusensinseisieninenensienmnnane 6 
SIE  cxncssunmenibeieimmmminitons 6 
ST cdiccsiccunmpeeteiedsineen 9 
SEE cuntuiuisintepieemennnnenneitit 3 
TIED dciensvanninbintictniivininesiiite 2 
TE cttreiimninneas ll 
West Virgimia ..cccsosssssssssssesee 4 
ee 4 


Number of 
active banks 


3 
92 
50 
13 


SF BESERBoBRABB Eo 


Number of 
active banks 


Percentage 


Percentage 








States permitting 
branch banking with- 


in limited areas 


NS iis 


Arkansas! 


GORI cacsescssccencesecenseceee 
I ctiehai ileal ities 
I i a 


Louisiana 
Massachusetts 
Michigan 

Mississippi 


PEE anicachivitieclnccenien 
NeW Jersey .....cscssseceeees 
New Mexico ...........0000+ 
IE ein niaetaonen 
North Dakota’ .............. 
LR ecient ae 


Pennsylvania 


IE | cicicsnciccntnmmenien 


All states ........ 


States with no 
legislation regarding 
branch banking 


RARE enscccscscccesesecees 
New Hampshire ............ 
nae 


Wyoming 


All states ........ 


seeeeeeeeeeneseeeeeees 


Seeeeeeeseeeeeeeeeeeee 


Stace eeeeeeeeseeeeeees 


Sere eeeerenseeeeeces 


seeeeereeeeeeeee 


BANK MERGERS 


Number of Number of 
mergers active banks 
ee 2 66 
seanainatp 1 50 
penueouts 1 49 
—_ 17 126 
pene 2 97 
a 1 33 
sheen 13 121 
obama 6 78 
sohiclonbs 1 24 
dscuanai 1 39 
a 31 216 
nies 0 23 
spin 74 392 
mma 2 41 
asics 27 239 
pomemenan 118 657 
seein 1 70 
— 298 2321 
Number of Number of 
mergers active banks 
eo 7 93 
wnienees 2 51 
— 7 200 
on 2 26 
soeneqeens 18 370 


Percentage 


Percentage 


7.5 
3.9 
3.5 
7.7 


49 


1 Only “offices,” “agencies” or “stations” for limited purposes as distinguished from 
“branches” permitted under certain circumstances. 


2 Court decisions permit establishment of offices or agencies to receive deposits and 


cash checks. 


Sources: 


Summary of State branch banking laws from Board of Gover- 


nors of the Federal Reserve System, Compilation of Federal 
and State Laws Relating to Branch Banking within the United 
States, (July 1, 1951), p. 1; number of mergers from Annual 
Reports of Comptroller of Currency; number of active national 
banks from Annual Report of Comptroller of Currency, 1946, 


p. 122f. 








Legal Problems in Connection with 
Secured Bank Loans 


DEVEREAUX F. McCLATCHEY*® 
of the Georgia Bar 


The witch, Hecate, proclaimed in Shakespeare’s Macbeth 
“security is mortals’ chiefest enemy”. To banks and bank 
lawyers, however, security is their chief friend, and in this 
paper I will outline some aspects of secured loans and secured 
instruments normally in use by banks. The types of secured 
loans are as many and as various as their are kinds of property. 
In order to stimulate thinking on the subject, I have prepared 
a list which is not, as will be noted, all inclusive or arranged 
in as careful order as might be found in a textbook. The types 
of security might be listed as follows: 


Real Estate: 
(Timber and growing crops partake ot realty as well as per- 
sonality.) 


Tangible Personal Property: 

Motor vehicles, heavy equipment like road machinery, light 
equipment like tools, portable machinery, etc., inventories, goods 
placed in a warehouse under warehouse receipts, field warehous- 
ing, furniture and fixtures, jewelry and objects of art, livestock, 
airplanes and boats. 


Written Contracts: 
Life insurance, fire and casualty insurance, building contracts, 
highway contracts, leases—realty and personalty. 


Intangibles: 
Stocks, bonds, third party notes, interest in estates and trusts, 
accounts receivable. 


This paper is intended to be general and to hit the high 
spots. I will discuss salient features bank counsel are interested 


* Adapted from a talk by the author before the Seminar on Banking Law at The 
Center for Continuing Education at Athens, Georgia. 








SECURED BANK LOANS 569 


in with reference to some of the categories, but obviously not all 
of them may be covered. In particular, with reference to real 
estate loans, I will discuss here only the applicable Federal law 
which, of course, applies only to national banks. 


Real Estate Loans. 


National banks may lend upon the security of improved 
real estate an amount up to 50% of the value of the security. 
If the note provides for prepayments to be amortized so that 
at least 40% will be repaid in not more than ten years, or so that 
100% will be repaid in not more than twenty years, such a loan 
may be in an amount up to two-thirds of the value of the 
security. A loan to finance the construction of residential or 
farm buildings payable in not more than nine months is classi- 
fied by statute as a commercial and not a real estate loan and, 
therefore, as exempt from these limitations. Likewise exempt 
are loans to businesses in which a Federal Reserve Bank or the 
Small Business Administration participates and loans which 
at least 20% guaranteed by the Veterans Administration. 


The security for a real estate loan must amount to a first 
lien, except that under a recent law it may be a lease or lease- 
hold having at least fifty years to run. A second mortgage may 
be taken only to secure a debt previously contracted and ex- 
aminers are alert to the possibility of abuse of this exception. 
There is a further requirement that not less than 4% of the 
principal on an average must be repaid each year. A bank 
may not have outstanding in real estate loans more than the 
amount of its capital and surplus, or more than 60% of its time 
and savings deposits, whichever should be the greater. 


It is required that the real estate be improved to qualify as 
security. A 1953 amendment permits “properly managed forest 
tracts” to be considered as improved real estate under strict 
limitations set out in the statute. Other examples of what may 
be considered as improved property are farm lands under cul- 
tivation, fenced pasture lands and property such as a gasoline 
filling station, together with a tract immediately adjacent used 
for parking. Unimproved property, however, will not qualify 
as proper security. For example, in the case of a subdivision 
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being developed real estate loans may be made only upon the 
security of those lots upon which houses have been erected. 


Loans on Tangible Personal Property. 


No limitation has been placed by law or regulation on the 
percentage of value on personal property as security which may 
be loaned by banks as is true in the case of real estate loans, 
nor is there any such limitation on any other type of secured 
loan, excepting Regulation U of the Federal Reserve Board 
dealing with the percentage of the value of securities which 
may be made the basis for loans where the purpose is to buy 
securities on a national securities exchange. It is probably 
thought that there is no reason to make such a limitation, except 
in the case of real estate loans, because other types of loans 
have shorter maturities and the collateral is easier to liquidate. 
There are no especial peculiarities attached to personal property 
loans which need to be mentioned here, except for a few passing 
comments. In the case of loans upon property placed in a 
warehouse under warehouse receipt and also in the case of 
loans upon jewelry and like items delivered to the bank, these 
have seemed to me to be in the nature of pledges and to be 
governed usually by state law dealing with pledges and pawns. 

Some banks are now making loans with increasing frequency 
upon boats and airplanes. Loans made upon boats, in fact, 
offer good collateral because an all risk marine insurance policy 
payable to the bank as its interest may appear will remove most 
of the hazards to a lender which might otherwise be present. 
Likewise, as to airplanes it has become a fairly common practice 
for companies to own and operate airplanes for the use of their 
executives, and they desire means of financing the purchase or 
lease of the plane. The unusual feature to note in these loans 
is that the security instrument given for the loan is to be re- 
corded with the Civil Aeronautics Authority in Washington, 
and recording under state law will not give the lender any legal 
protection whatsoever. The Recording Division of the Civil 
Aeronautics Authority has its own ideas as to type of instruments 
it will record. If a lawyer prepares his own instrument he is 
likely to find that he will have to engage in an endless process 
of correspondence to get his paper recorded. It is, therefore, 
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advisable to procure from the Civil Aeronautics Authority the 
form it recommends in the first place. It should be further 
noted with reference to such loans that it is essential for suffi- 
cient liability and hazard insurance to be furnished. The cost 
of such insurance, however, in recent years has been greatly 
reduced, and these loans are now practical. Some banks have 
found airplane loans to be a profitable new source of business. 


Loans Upon Written Contracts 


The principal kind of loan I wish to discuss here is the 
common loan made upon the security of life insurance policies. 
When I began practicing law around 1930 this type of loan 
for banks was still relatively new and had not been generally 
accepted either by banks or by insurance companies. Many 
insurance companies resented banks interferring with their 
business. Also, there was an active competition between banks 
and insurance companies for the loan business. A bank taking 
an assignment on a policy as security would have no assurance 
as to the red tape it would have to go through with to collect. 
The practice arose of banks requiring that as a condition for 
such loans the insured be required to change the beneficiary 
of the policy to the estate of the insured, thus avoiding diflicult- 
ies of possible conflicting claims of personal beneficiaries, but 
interfering with the settlement options permitted in the policies 
and with the various schemes for distribution desired by the 
insured. In 1939, to alleviate this condition, a joint committee 
of American Bankers Association and the Association of Life 
Insurance Counsel developed a standard form of assignment 
which has come into general use and is still used and which 
does a good job of protecting the interest of all parties. Not all 
insurance companies, however, would accept this standard form, 
nor would all banks use it in each instance. At about this time 
insurance companies began putting clauses in their policies 
which clearly recognized the rights of assignees for value and 
made it clear that they would be preferred over beneficiaries. 
Policies issued since around 1940 are pretty likely to contain 
such a broad clause eliminating the need for changing the 
beneficiary to the estate of the insured. Policies issued before 
1940 are not likely to be satisfactory from the standpoint of the 
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bank. It is wise in passing on such loans to examine the pro- 
visions of each policy before determining whether to require 
that the beneficiaries be changed. 

There is another vexing problem to be dealt with in this 
type of loan. Suppose that Mr. X conveys to a bank as security 
for a $15,000 loan three life insurance policies of $10,000 each. 
His wife is beneficiary of one, his mother is beneficiary of the 
second, and his estate is beneficiary of the third. He pays the 
bank loan down to $5,000 and dies leaving debts and insufficient 
assets to pay his debts without help from the insurance policy 
payable to the estate. The bank here has a problem in collect- 
ing upon the policies to determine which policy it will call upon 
to satisfy its debt. Should it make claim under all three policies 
and collect the entire $30,000, although it is owed only $5,000? 
Should it on the other hand select one of the policies and release 
the other two? I have not seen any law or decision on this 
subject. Possibilities of trouble are here in abundance. To avoid 
a difficulty of this kind it is wise to require that the insured when 
he makes the loan direct in writing the order in which the pro- 
ceeds of the policies shall be applied to pay the bank loan, or 
otherwise that all of the policies be made payable to the estate. 
In the example mentioned, if the beneficiaries themselves could 
not agree and were adverse to each other I feel that the bank 
would have to collect pro rata upon each of the policies in order 
not to prejudice the rights of any party unduly. 

There should be a brief reference to a few other types of 
loans upon the security of written contracts. Loans to finance 
premiums upon fire and casualty insurance policies are a de- 
velopment of recent years. In this kind of loan the strength 
of the security depends upon how the insuring company is 
willing to commit itself to make payment to the bank of re- 
turned premiums. On government contracts taken as security 
there is always the hazard of a counterclaim by the govern- 
ment for taxes claimed to be connected with the contract or for 
a claim of breach of the contract. Contracts with the State 
Highway Department are sometimes given as security, and here 
it should be noted that in many states these may not legally be 
assigned at all. Sometimes arrangements may be made for 
checks payable to the contractor to be sent by the Highway 
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Department to the bank. In construction contract financing 
one hazard to watch for is the danger that the bank may be met 
by a claim of priority from the contractor's bonding company 
on the basis of an assignment taken when the bond was written. 


Federal Tax Liens as they Affect Secured Loans 


The subject of Tax liens as they offset secured loans is of 
great importance. It has not been emphasized heretofore, prob- 
ably because the number of tax liens filed has been compara- 
tively small until recently. Suppose that Mr. “X” gives to the 
First National Bank a deed to secure debt on his real estate 
for $10,000 and the deed to secure debt contains an open end 
clause. The bank secures an opinion on the title or title insur- 
ance before advancing the funds. One month later, without 
the actual knowledge of Mr. X or the bank the Federal Revenue 
Service files in the county where Mr. X’s real estate is located 
a claim for a lien against Mr. X for income taxes. Subsequently 
Mr. X applies to the bank for an additional loan on the security 
of the real estate, pointing to the open end clause in the deed. 
The bank makes the requested advance without checking the 
records again. By Revenue Ruling 56-41 I.R.B. 6, February 6, 
1956, the Commissioner of Internal Revenue has ruled that this 
subsequent advance made by the bank to Mr. X is inferior in its 
claim upon the collateral to the tax lien because the filing of the 
tax lien amounted to constructive notice and because the bank 
was not legally obligated to make the advance. In other words, 
advances cannot now be made under open end mortgages in 
accordance with this ruling without having the records checked 
at the Court House prior to each advance to ascertain if a tax 
lien has been filed. The Internal Revenue Service has ruled 
further that where the lender is obligated by the express terms 
of the security instrument to make additional advances, this 
harsh result does not follow; that is, for example, in the case 
of a construction loan where the lender is obligated to advance 
further funds at certain stages of the construction, a subse- 
quently filed tax lien will not take priority over such advances 
made in accordance with the commitment. This, however, is an 
unpublished ruling (A619373, August 24, 1956), and does not 
bind either the Commissioner or the Service. The truth is that a 
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lender cannot be certain of his security in making any advances 
under a loan deed without checking the records for tax liens 
prior to each advance. 

The Federal and not the State Courts are the final authorities 
in determining the priority of the claims of the Federal Govern- 
ment upon its citizens. The Federal Courts will determine 
whether a particular security is a mortgage at all and whether 
it is entitled to be treated as a security instrument having 
priority. Thus, there is being developed what is in effect a 
Federal law of property and property rights. It seems that we 
have come a long way in this area from Erie Railroad v. Tomp- 
kins, a decision of the Supreme Court which presumably es- 
tablished state law as governing in ordinary commercial trans- 
actions. 

But it must be said that it is not at all clear that our many 
state courts will not eventually award to state tax liens (sales 
tax, income tax and the like) the same priority as has now 
been given by Federal Courts to Federal tax liens. Thus it is 
evident that the open end clause is under attack from a num- 


ber of quarters. Some efforts are being made in Congress to 
alleviate the effect of these rulings, but it is doubtful how suc- 
cessful these efforts will be or when they will be consummated. 
In concluding, may I say that the field of secured loans is 
constantly in a state of development and change, and the lawyer 
who would be informed must keep his mind open aware and 
keep his briefcase full of the most recent advance sheets. 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Federal Reserve Interprets Word “Discount” 
in Bank Holding Company Law 


General Contract Corporation, the parent of numerous 
bank, insurance and finance company subsidiaries, filed an ap- 
plication with the Board of Governors of the Federal Reserve 
System for a ruling that certain of its subsidiaries are of such 
a nature as to be exempt under Section 4 (c) (6) of the Bank 
Holding Company Act of 1956 from the divestment require- 
ments of that Act. The basic question before the Board was 
whether or not the word “discount” as used in Section 6 (a) 
(4) includes a purchase of paper at a discount where there is 
no recourse against the seller. This question arose because a 
subsidiary bank of G.C.C. purchased personal loan paper at a 
discount and without recourse from a loan company which was 
also a subsidiary of G.C.C. 


The Board, in agreeing with the Examiner, ruled that “dis- 
count” did include this sort of without recourse purchases and 
that therefore the transaction by which a subsidiary bank pur- 
chased paper from the loan company violated the prohibition 
of Section 6 (a) (4) of the Bank Holding Company Act against 
a bank’s making any “loan, discount or extension of credit” to 
its parent or fellow subsidiary. The conflict with this section 
disqualifies the subsidiaries of G.C.C. from the exemption of 
Section 4 (c) (6). Federal Reserve Bulletin, March 7, 1958. 
The opinion of the Board is as follows (the dissenting opinion 
is omitted). 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 472. 
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The Board of Governors of the Federal Reserve System on February 
10, 1958, issued an Order denying the application of General Contract 
Corporation for an exemption of certain subsidiary corporations under 
Section 4(c)(6) of the Bank Holding Company Act of 1956. There are 
published below a copy of the Board’s Order (Docket No. BHC 4-17, 
19-27) and accompanying Decision and a copy of the Report and Recom- 
mended Decision of the Hearing Examiner. 


ORDER DENYING APPLICATIONS 


General Contract Corporation, a Missouri corporation, and a bank 
holding company within the meaning of Section 2(a) of the Bank Hold- 
ing Company Act of 1956, has filed applications for determinations by 
the Board of Governors of the Federal Reserve System that certain 
subsidiary corporations, hereinafter named, and their activities are of 
the kind described in Section 4(c)(6) of the Bank Holding Company 
Act of 1956 (12 USC 1848) and Section 5(b) of the Board’s Regulation 
Y (12 CFR 222.5(b), so as to make it unnecessary for the prohibitions 
of Section 4 of the Act with respect to retention of shares in nonbanking 
organizations to apply in order to carry out the purposes of the Act. The 
subsidiary corporations of General Contract Corporation on behalf 
of which the applications were filed, with the hearing docket number 
of each, are: 


Washington Fire and Marine Insurance Company (BHC-4) 
Insurance Company of St. Louis (BHC-5) 
Midwestern Fire and Marine Insurance Company (BHC-6) 
Securities Investment Company of St. Louis and its 
subsidiaries: (BHC-7) 

Securities Credit Company ( Mo.) 

Securities Loan Company 

Securities Credit Company (Fla. ) 

Broadway Insurance Agency, Inc. 

Securities Insurance Agency, Inc. 

Davidson Insurance Agency, Inc. 

Investment Insurance Agency, Inc. 

Craighead Insurance Agency, Inc. 

Palafox Insurance Agency, Inc. 
Industrial Loan Company (BHC-8) 
Industrial Finance Company of Wellston (BHC-9) 
Springfield Union Finance Company (BHC-10) 
Quincy Union Finance Company (BHC-11) 
Baden Loan Company (BHC-12) 
General Contract Loan Company (BHC-13) 
SIC Loan Company (BHC-14) 
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General Loan Company 

General Contract Loan Company, Inc. 
General Contract Loan Brokers, Inc. 

Apex Insurance Agency, Inc. 
Jefferson-Gravois Insurance Agency, Inc. 
Reid-Kruse, Inc. 

St. Louis-Washington Insurance Agency, Inc. 
Northwestern Insurance Agency, Inc. 
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(BHC-15) 
(BHC-16) 
(BHC-17) 
(BHC-19) 
(BHC-20) 
(BHC-21) 
(BHC-22) 
(BHC-23) 


(BHC-24) 
(BHC-25) 
(BHC-26) 
(BHC-27) 


Springfield Insurance Agency, Inc. 
Quincy Insurance Agency, Inc. 
Sterick Insurance Agency, Inc. 
Texarkana Agency, Inc. 


A hearing having been held pursuant to Section 4(c)(6) of the Bank 
Holding Company Act of 1956 and in accordance with Sections 5(b) 
and 7(a) of the Board’s Regulation Y (12 CFR 222.5(b) and 222.7(a)); 
the Hearing Examiner having filed his Report and Recommended Deci- 
sion wherein he recommended that all the above requests be denied; 
Applicant having filed Exceptions and Brief with respect only to re- 
quests numbered BHC-8 and BHC-12; the Board having given due 
consideration to all relevant aspects of the matter, including briefs 


amicus curiae on a legal question involved in requests numbered BHC-8 
and BHC-12, submitted through the Applicant by three bank holding 
companies not parties to this matter; and all such steps having been 
in accordance with the Board’s Rules of Practice for Formal Hearings 
(12 CFR 263): 


IT Is HEREBY ORDERED, for the reasons set out in the Board’s Statement 
of this date, that the requests of General Contract Corporation under 
Section 4(c)(6) of the Bank Holding Company Act of 1956 for deter- 
minations exempting its shares in the above-named subsidiaries from 
application of the prohibitions of Section 4(a)(2) of the said Act shall 
be, and hereby are, denied. 


This 10th day of February 1958. 
By order of the Board of Governors. 


Voting for this action: Chairman Martin, Vice Chairman Balders- 
ton, and Governors Szymczak, Robertson, and Shepardson; voting 
against this action: Governor Mills; absent and not voting: Gover- 
nor Vardaman. 
(Signed) S. R. CARPENTER, 
Secretary. 
(SEAL ) 
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STATEMENT 
Background of the Case 


On December 14, 1956, General Contract Corporation of St. Louis, 
Missouri, a bank holding company sometimes called herein “Applicant” 
or “GCC”, filed with the Board of Governors requests for determinations 
that twenty-four of its nonbanking subsidiaries (one of which itself has 
nine subsidiaries) are of such a nature as to be exempt under Section 
4(c)(6) of the Bank Holding Company Act of 1956 from the divestment 
requirements of that Act'. As required by the statute, a formal hearing 
was held on 23 of these requests, one of the requests having been with- 
drawn during the course of the hearing after the Board had expressed 
the opinion that the subsidiary involved was exempt under other pro- 
visions of the Act. The Hearing Examiner’s Report and Recommended 
Decision was filed with the Board September 12, 1957. 

The subsidiaries involved consist of an investment company, ten 
loan companies, three insurance companies, and nine insurance agencies. 
The attached copy of the Hearing Examiner’s Report and Recommended 
Decision describes the activities of GCC as well as of these subsidiaries. 

The Hearing Examiner recommended that all 23 requests be denied. 
He concluded that, following the principles enunciated in the Board’s 
opinion in the Transamerica-Occidental case (Docket No. BHC-28), 
the request as to the investment company should be denied because, 
while its activities are similar in kind to some of the activities of banks, 
it has no direct functional or operational connection with the bank 
holding company’s subsidiary banks. The Examiner further concluded 
that the three insurance companies and nine insurance agencies, while 
also engaged in activities somewhat similar to banking, could not be 
considered to be a “proper incident” to the banking business carried on 
by the subsidiary banks. The Examiner found that five of the ten loan 
companies were not directly integrated with the functions of the sub- 
sidiary banks, and that three of them were only partially related to the 
business of the banks. 

As to the remaining two loan companies, the Examiner concluded 
that, although functionally integrated and operated much as though 


1 The particular sections of the Act here applicable are: 
IF ns 4(a) Except as otherwise provided in this Act, no bank holding company 
shall... 

(2) after two years from the date of enactment of this Act . . . retain direct 
or indirect ownership or control of any voting shares of any company which is not 
a bank or a bank holding company... . 

(c) The prohibitions of this section shall not apply ... . 

(6) to shares of any company all the activities of which are of a financial, 
fiduciary, or insurance nature and which the Board after due notice and hearing, and 
on the basis of the record made at such hearing, by order has determined to be so 
closely related to the business of banking or of managing or controlling banks as to 
be a proper incident thereto and as to make it unnecessary for the prohibitions of 
this section to apply in order to carry out the purposes of this Act .... 























BANK HOLDING COMPANY ACT 579 
they were departments of the banks, they could not be regarded as a 
“proper incident” to the business of the banks or consistent with “the 
purposes of this Act” because the very types of transactions that make 
the companies “closely related” to the banks are unlawful under Section 
6 of the Bank Holding Company Act. These transactions are the sale 
by the loan companies to the subsidiary banks, at a discount and without 
recourse, of notes representing personal loans made by the loan com- 
panies. 

GCC did not file exceptions or brief as to 21 of the 23 companies 
involved, and under Rule VII of the Board’s Rules of Practice for Formal 
Hearings (12 CFR 263.7) GCC is deemed to have abandoned any 
objections to the Examiner’s recommended decision as to those 21 com- 
panies (Docket No. BHC 4-7, BHC 9-11, BHC 13-17, BHC 19-27). 
Therefore, without passing upon the correctness or incorrectness 
of the Examiner’s recommended decision regarding those companies, 
Applicant’s requests as to those companies are denied. 

GCC’s exceptions and brief, dated October 14, 1957, and filed with 
the Board October 15, 1957, related only to the Hearing Examiner's 
recommended decision with respect to the two loan companies men- 
tioned above, namely, Industrial Loan Company (Docket No. BHC—8) 
and Baden Loan Company (Docket No. BHC-—12). Accordingly, 
further discussion will deal only with those two companies. 


The Discount Question 


As indicated before, the Examiner concluded that exemption should 
be denied the two loan companies in question because the transactions 
by which a subsidiary bank purchases personal loan paper from the 
loan company at a discount and without recourse involve violations 
of Section 6(a)(4) of the Act, which makes it unlawful for a subsidiary 
bank to make any “loan, discount or extension of credit” to its bank 
holding company or to any fellow subsidiary. The exceptions and brief 
of GCC disagree with this interpretation of Section 6(a)(4), as to do 
also amicus curiae briefs filed with the Board by three other bank hold- 
ing companies: First Bank Stock Corporation, Marine Midland Corpora- 
tion and Northwest Bancorporation. The arguments in the different 
briefs are largely similar and for convenience all will usually be re- 
ferred to as those of Applicant. 

The facts as to the operations of the two loan companies are fully 
set forth in the Examiner’s Report and are not challenged by Applicant. 
The key fact for present purposes is that Bank of St. Louis, a GCC 
subsidiary, purchases personal loan paper at a discount, and without 
recourse, from Industrial Loan Company (and that Baden Bank, St. 
Louis, another GCC subsidiary, makes such purchases from Baden 
Loan Company). In each case, the loan company is operated in effect 
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as though it were the personal loan department of the bank; it sells 
substantially all its loans to the bank on the days when made, services 
such loans, and serves as the bank’s chief source of such paper. All 
functions of the loan company are performed on the premises of 
the bank and by bank personnel. The loan company has no separate 
place of business or paid personnel of its own. 

The question turns upon whether the word “discount”, as used in 
Section 6(a)(4), includes a purchase of paper at a discount but without 
recourse against the seller. It is conceded by all that the term “discount” 
may have several meanings. Thus it is sometimes used in a restricted 
sense as applying only to a loan transaction in which the borrower 
receives a sum of money less than the stated amount of the note given 
by him. However, it is also used in a broader sense as including a 
purchase of paper without recourse against the seller; and, in a still 
broader sense, as including a purchase of paper even though without 
recourse against the seller. The problem here is to determine which 
of these meanings should be applied in the present situation, in the 
light of the language and purposes of the law. 

Judicial interpretations. In seeking the meaning that Congress in- 
tended for the word “discount” in Section 6(a)(4) it seems appropriate 
to see what the courts, particularly the Federal courts, have said about 
the meaning of the word. On this point the Examiner stated in his 
Report (p. 283): 


“Ample judicial authority supports the conclusion—in the words 
of the Third Circuit Court of Appeals—that, ‘in the business of 
banking, “discount” in the ordinary acceptance of the term, in- 
cludes what is called “purchase” ’.2 Moreover, the Federal Courts 
have interpreted other sections of the national banking laws where 
the term ‘discount’ is used as including within its scope, not only 
loans or advances by way of discount of commercial paper, but 
also the outright purchase by banks of such paper for an amount 
less than their face value. Thus it has been held that the 
authority of national banks to acquire title to commercial paper— 
authority that must stem from an express grant of power or 
impliedly be deemed prohibited*5—is derived from the statutory 
corporate power given national banking associations under U.S. 


“24 Danforth v. National State Bank of Elizabeth, 48 Fed. Rep. 271, 274. See also 
Fleckner v. Bank, 8 Wheat. (U.S.) 338; Morris v. Third National Bank of Springfield, 
142 Fed. Rep. 25, 31 (C.A. 8): cert. den. 201 U.S. 649, Saltmarch v. Planters & 
Merchants Bank, 14 Ala. 677; Neillsville Bank v. Tuthill, 4 Dak. 295, 30 N.W. 154, 
156; Pape v. Bank, 20 Kan. 440, 446; 27 Am. Rep. 183; Salmon Falls Bank v. Leyser, 
116 Mo. 51, 71, 22 S. W. 504, 509; Tracy v. Talmadge, 18 Barb. (N.Y.) 456; Bank 
o. Savry, 82 N.Y. 291, 302. 


“25 First National Bank v. National Exchange Bank, 92 U.S. 122. 
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Rev. Stats., Sec. 5186, 12 U.S.C., Sec. 24, to engage in the “dis- 
counting’ of ‘promissory notes, drafts, bills of exchange and other 
evidences of indebtedness.” Thus, too, the term ‘discount’ as 
used in U.S. Rev. Stats., Sec. 5197, 12 U.S.C., Sec. 85, which 
prohibits usury by national banking associations on loans or 
discounts made by them, has been held to include within its 
scope, not only transactions involving bank loans to the person 
for whom paper is discounted, but also transactions involving 
bank purchases of third party paper—and this regardless of 
whether such paper is purchased with or without any right of 
recourse upon the seller.?? 


The Danforth case and some others cited by the Examiner relate 
to the usury provision of the National Bank Act (U.S. Rev. Stats., Sec. 
5197; 12 U.S.C., Sec. 85). As the Examiner indicates, however, the 
cases holding the word “discount” to include a nonrecourse purchase of 
paper are not confined to those construing that provision. The case 
of Morris v. Third National Bank of Springfield, supra, held that the 
corporate authority for national banks to purchase paper derives from 
their authority to engage in the “discounting” of paper. 

The provisions construed in these Federal cases are, of course, not 
identical in language or purpose with Section 6(a) of the Bank Holding 
Company Act; but they have in common the fact that they are all 
Federal statutes that deal with banking operations and practices. More- 
over, these cases do not turn upon any unusual use of the word “dis- 
count” in the statutes being construed; on the contrary, as indicated in 
the Danforth case, 48 Fed. Rep. 271, 274, they constitute judicial findings 
as to “the ordinary acceptance of the term” and “its usual commercial 
sense”—findings which are highly relevant to the present question. 

In view of these cases holding that the word “discount” in “its 
usual commercial sense” and in its “ordinary acceptance” includes 
nonrecourse purchases of paper, it would seem that the word should 
be similarly interpreted in Section 6(a)(4) unless some persuasive 
reason to the contrary can be shown. Applicant attempts to make such 
a contrary showing, relying largely on arguments based upon the con- 
text in which the word “discount” appears. 

Context in which word “discount” appears. Since Applicant's argu- 
ments relate chiefly to the context in which the word “discount” appears 
in Section 6 of the Bank Holding Company Act, all of that section is 
quoted below for convenient reference. 


“26 Morris v. Springfield National Bank, supra. See also Danforth v. National State 
Bank, supra, p. 274. 

“27 Danforth v. National State Bank, supra. Cf. National Bank of Gloversville v. 
Johnson, 104 U.S. 271; Daniel v. First National Bank of Birmingham, 277 Fed. 
Rep. (2d) 358, 855 (C.A. 5).” 
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“BORROWING BY BANK HOLDING COMPANY OR ITS SUBSIDIARIES 


“Sec. 6. (a) From and after the date of enactment of this 
Act, it shall be unlawful for a bank—... 


“(1) to invest any of its funds in the capital stock, bonds, 
debentures, or other obligations of a bank holding company 
of which it is a subsidiary, or of any other subsidiary of such 
bank holding company; 


“(2) to accept the capital stock, bonds, debentures, or 
other obligations of a bank holding company of which it is a 
subsidiary or any other subsidiary of such bank holding com- 
pany, as collateral security for advances made to any person 
or company: Provided, however, That any bank may accept 
such capital stock, bonds, debentures, or other obligations as 
security for debts previously contracted, but such collateral 
shall not be held for a period of over two years; 


“($) to purchase securities, other assets or obligations 
under repurchase agreement from a bank holding company 
of which it is a subsidiary or any other subsidiary of such bank 
holding company; and . 

“(4) to make any loan, discount or extension of credit to 
a bank holding company of which it is a subsidiary or to any 
other subsidiary of such bank holding company. 


“Non-interest-bearing deposits to the credit of a bank shall 
not be deemed to be a loan or advance to the bank of deposit, 
nor shall the giving of immediate credit to a bank upon un- 
collected items received in the ordinary course of business be 
deemed to be a loan or advance to the depositing bank. 


“(b) The provisions of this section shall not apply (1) to 
the capital stock, bonds, debentures, or other obligations of any 
company described in Section 4(c)(1) of this Act, or (2) to any 
company whose subsidiary status has arisen out of a bona fide 
debt to the bank contracted prior to the date of the creation 
of such status, or (3) to any company whose subsidiary status 
exists by reason of the ownership or control of voting shares 
thereof by the bank as executor, administrator, trustee, receiver, 
agent, or depositary, or in any other fiduciary capacity, except 
where such shares are held for the benefit of all or a majority 
of the stockholders of such bank.” 


The Examiner summarized Applicant's arguments as follows (pp. 
283, 284): 
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“The Applicant argues earnestly, however, that notwithstand- 
ing the broad commercial usage of the term ‘discount,’ Congress in 
drafting Section 6(a)(4) intended to draw a distinction between, 
on the one hand, a discount involving a direct loan to an affiliated 
company, or an advance to such affiliate on discounted third 
party paper for the payment of which the affiliate assumes liability 
as an endorser or guarantor, and, on the other hand, a transaction 
involving a bank’s purchase of third party paper at a discount 
from an affiliate without any right of recourse upon the affiliate. 
The Applicant concedes that Congress intended the prohibitions 
of Section 6(a)(4) to apply to transactions of the first two types, 
but not, it contends, to those of the third type. 


“The arguments upon which the Applicant would support that 
position are ably marshalled in its brief. The main points stressed 
are, in broad outline, as follows: (1) It is urged that Section 
6(a)(4) may not be read in isolation, but must be read in context 
with the other subdivisions of Section 6(a). It is claimed that 
6(a)(1), prohibiting investments in capital stock, bonds, deben- 
tures or other obligation of an affiliated company; 6(a)(2), pro- 
hibiting the acceptance of such capital stock, bonds, debentures 
or other obligations as collateral for advances made to any bor- 
rower; and 6(a)(3), prohibiting the purchase of securities, other 
assets or obligations from an affiliate under a repurchase agree- 
ment—all disclose a Congressional concern over a bank relying on 
the worth or credit of its parent or fellow subsidiaries in its invest- 
ment or lending activities. According to the Applicant, consist- 
ency and harmony with the pattern shaped by the earlier sub- 
divisions demand that Section 6(a)({4) also be construed as 
applying only to situations where a transaction calls for bank 
reliance on the credit or worth of an affiliate. And such reliance, 
it says, is not involved in the case of an outright purchase of 
paper where there is no residue of liability on the part of the 
transferor. (2) It is claimed that Section 6(a)(3) allows by 
implication the purchase from an affiliate ‘of securities, other 
assets or obligations’ where there is no repurchase agreement, 
and it is asserted that the terms ‘securities’ and ‘obligations’ as 
therein used are broad enough to cover the purchase of consumer 
credit paper, thereby in effect limiting the breadth of ‘discount’ 
as used in Section 6(a)(4). (3) It is urged that the coupling in 
Section 6(a)(4) of the word ‘discount’ with the words ‘loans’ and 
‘extensions of credit’ denotes an intention to have them all under- 
stood in the same general sense, as covering only such transactions 
as involve the lending or advance of money to an affiliate for 
which the affiliate assumes responsibility for repayment.” 
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The Examiner concluded that these arguments of Applicant were 
not sufficient to overcome the weight of the cases already mentioned 
(and the legislative history which will be discussed later). He stated 


(pp. 284, 285): 


. 1 am not persuaded that to interpret ‘discount’ in Section 
6(a)(4) as including a purchase of commercial paper by way of 
discount would inject a discordant note in the provisions of 
Section 6(a)(3) read as a whole. It seems to me too narrow a 
view to say that Section 6(a) was only designed to prevent a 
bank from relying on the worth or credit of an affiliated company 
in the conduct of its banking activities. I think the broader aim 
of Section 6(a), as revealed by all its subdivisions, was to remove 
the danger that a bank holding company might misuse the re- 
sources of a bank it controls to gain an advantage for itself or 
other subsidiaries it also controls. This a holding company might 
otherwise do by causing a controlled bank to provide equity or 
working capital, directly or indirectly, to the holding company or 
another subsidiary, or by otherwise financing the business opera- 
tions of such an affiliate. To interpret ‘discount’ as used in 
Section 6(a)(4) in the full sense of that term as established by 
commercial usage is entirely consistent with that aim. For, 
obviously, a bank’s resources might be used to finance the opera- 
tions of a parent or other affiliated company just as much through 
purchase of commercial paper without recourse, as through pur- 
chase with recourse, or by means of a loan against the pledge of 
such paper.®? 

“Further, I am not persuaded that a broad construction of 
‘discount’ in Section 6(a)(4) would create perforce an inconsist- 
ency with Section 6(a)(3). Section 6(a)(3) was evidently 
designed to cover a transaction which is in reality a loan trans- 
action, but which takes the form of a purchase and repurchase 
agreement. By its terms it spells out a prohibition against a 
specific type of transaction, and goes no further. It confers no 
affirmative right with which the ‘discount’ prohibition, no matter 
how broadly construed, may be found inconsistent. And even 
if Section 6(a)(3) may read as reserving by implication whatever 
right a _ ee company bank might otherwise have under the 


“a3 “42 This is aptl is aptly illustrated in the case of Industrial Finance Co. of Wellston. Before 
passage of Act, that company obtained working capital for its dealer finance 
activities by borrowing against such paper — Bank of St. Louis. After such 
borrowing was at a by the Act, a dan y continued to obtain its working 
capital from _ wien St. Louis ex mney ohne now it Fit sold the paper instead of borrowing 
—> ee 
except for Parl ag in the the bank.” 
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law to make purchases without repurchase agreements, this does 
not preclude the ‘discount’ provision of Section 6(a)(4) from 
being construed as imposing a limitation or restriction on such 
rights. Indeed, such a construction is not only permissible, it is 
entirely reasonable. It would both give full meaning to ‘discount’ 
in its accepted usage and at the same time comport with the ends 
that Congress sought to achieve, as revealed by the legislative 
history. ... Nor would it otherwise negate the implication said 
to be contained in Section 6(a)(3). This is so because bank dis- 
counts, as commonly understood, apply to financial transactions 
involving notes, bills of exchange and the like, and not to a bank’s 
acquisition through purchase of other assets, securities or obliga- 
tions, such as, for example, corporate stocks, bonds or debentures. 

“The Applicant’s argument, that the coupling of the word “dis- 
count’ with the words ‘loan’ and ‘extension of credit’ denotes an 
intent to have ‘discount’ apply only to transactions that involve 
loans made by a bank to an affiliate, is even less persuasive. The 
words ‘loan’ and ‘extension of credit’ do not have synonymous 
meanings, . . . and it seems unlikely that Congress would have 
inserted the word ‘discount’, which, in ordinary usage has a 
broader meaning than ‘loan’, had it merely intended that word to 
cover the same ground and no more... .” 


In challenging these views and conclusions of the Examiner, Applicant — 
earnestly and ably re-emphasizes the arguments previously made before 
the Examiner and also stresses the fact that Federal banking laws some- 
times draw a distinction between recourse and nonrecourse purchases 
of paper. For example, U.S. Rev. Stats., Sec. 5200, 12 U.S.C., Sec. 84, 
which limits the total loans that a national bank may make to one 
borrower, does not count paper purchased without recourse as part 
of loans made to the seller. Applicant argues that the absence of a 
claim against the seller of the paper tends to cause the purchaser to be 
more cautious in considering the merits of the paper, and thus provides 
an additional safeguard. Applicant argues that this not only explains 
the exemption of nonrecourse purchases from U.S. Rev. Stats., Sec. 5200, 
but also indicates a Congressional intent to exempt them from Section 6. 

However, for the reasons outlined below, the Board is forced to the 
conclusion that the Examiner’s analysis is sound and well reasoned, and 
that Applicant’s arguments fail to give due weight to certain facts that 
are evident from the record and basic to operations of banks and bank 
holding companies. 

It is of fundamental importance that Section 6 deals with a situation 
in which there is a lack of the usual arm’s-length dealing between a 
bank and its customer. It is the nature of a holding company system, 
and of the problems at which the Bank Holding Company Act was 
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directed, that the various units of the group are ordinarily under com- 
mon control or susceptible to such control. While such control some- 
times may not be exercised or may not even exist, it is abundantly clear 
that Section 4 and 6 of the Act are based upon an assumption that it 
usually is, or can be, exercised. It clearly exists in the present case. 

It is also important that, as a practical matter, a bank can be used 
to finance an affiliate as effectively through discounting (purchasing) 
paper, either with or without recourse, as through making ordinary 
loans. In fact, as will be seen later, it is actually easier to use—or misuse 
—the resources of a bank through nonrecourse discounts than through 
ordinary loans. 

In view of these facts, it is difficult to see how it can be of any 
significance that transactions described in clauses (1), (2) and (8) of 
Section 6(a), or a “loan” or “extension of credit” described in clause 
(4), would involve a claim against the credit or worth of the affiliate 
while a nonrecourse purchase of paper from the affiliate would not. If 
there is arm’s-length dealing, the absence of a claim against the seller 
of the paper may have the effect, as Applicant contends, of causing the 
purchaser to be more cautious in considering the merits of the paper 
itself, and may thus provide a basis for exempting nonrecourse paper 
from some limitations that apply to recourse paper, as for example, the 
National Bank Act limitations, U.S. Rev. Stats., Sec. 5200 on loans to 
one borrower. However, a fundamental purpose of Section 6(a) is to 
prevent abuses where arm’s-length dealing is lacking. Hence arguments 
based on arm’s-length situations would not seem to be helpful in con- 
struing it. The Board is convinced that all of Secton 6(a) should be 
viewed as relating to the financing of an affiliate, with the existence or 
nonexistence of a claim against the affiliate being essentially irrelevant; 
and the Board cannot accept Applicant’s arguments based on context. 

It is also to be noted that Applicant’s arguments based on context rely 
heavily on the doctrines of implied exclusion (expressio unius est exclusio 
alterius) and meaning by association (noscitur a sociis). These doctrines 
can be of use in some circumstances in interpreting statutes or other 
writings. However, it is well recognized that they are subject to serious 
limitations, require great caution in their application, and are not applied 
where, as here, they would lead to conclusions in conflict with the 
purposes of the statute. See, for example, authorities gathered at 
50 American Jurisprudence, pp. 240-41, 243-44; 82 Corpus Juris Secun- 
dum, pp. 668-70, 655-56. 


The irrelevance of these doctrines to the present question is evident 
from the fact, as indicated above, that if the doctrines were applied 
here they would result in conclusions in conflict with the realities of 
holding company operations. Analysis of the reference to “purchase 
under re-purchase agreement” in Section 6(a)(3) indicates that the 
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term usually refers to a specialized transaction which is generally re- 
garded as a form of loan; that the term probably was used in 6(a) (3) 
out of an abundance of caution to be certain that such transactions 
were covered; that the phrase is a composite term for which there is no 
convenient single word; that the word “purchase” in that phrase has 
significance only as part of that composite term; and that it would be 
unrealistic to lift the word out of the composite term and attempt to 
read into it any further significance through the doctrine of implied 
exclusion. 

The Board is mindful of the facts, stressed by Applicant, that viola- 
tions of Section 6 are misdemeanors; that criminal statutes are to be 
strictly construed in favor of the defendant; and that, therefore, their 
language cannot be enlarged to encompass prohibitions beyond its 
ordinary meaning. As indicated above, however, the usual meaning of 
the word “discount” appears to include nonrecourse purchases of paper. 
As the Supreme Court of the United States said in United States v. 
Brown, 333 U.S. 18, 25-26: 


“, .. The canon in favor of strict construction is not an inexor- 
able command to override common sense and evident statutory 
purposes. It does not require magnified emphasis upon a single 
ambiguous word in order to give it a meaning contradictory to the 
fair import of the whole remaining language. As was said in 
United States v. Gaskin, 320 U.S. 527, 530, the canon ‘does not 
require distortion or nullification of the evident meaning and 
purpose of the legislation.’ Nor does it demand that a statute be 
given the ‘narrowest meaning’; it is satisfied if the words are given 
their fair meaning in accord with the manifest intent of the 
lawmakers.” 


Legislative history. It seems desirable to review the legislative his- 
tory of Section 6 and of the addition of the word “discount” in Section 
6(a)(4). It will be seen that this legislative history, like the considera- 
tions already discussed, strongly indicates that the word “discount” in 
Section 6(a)(4) was intended by Congress to include nonrecourse pur- 
chases of paper. 

The Examiner was impressed, and we believe properly so, by the 
fact that during the Committee hearings leading to the enactment of 
the Bank Holding Company Act, frequent reference was made to the 
Bankers Discount Corp. situation as a flagrant example of the danger 
of abuse flowing from self-dealings between bank holding companies 
and their subsidiary banks. That situation involved a Texas finance 
company that acquired control of two Chicago banks and then, among 
other things, caused the acquired banks to purchase from it at a discount 
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and without recourse notes of questionable value that it held, resulting 
in a forced temporary closing of the Chicago banks. 


The word “discount” did not appear in the self-dealing provisions 
of the drafts of the Bank Holding Company Act that were introduced in 
Congress before the Bankers Discount situation engaged the attention 
of Congress. Those earlier bills (for example S. 1118, and H.R. 12, 83d 
Cong.) merely referred to “loan or extension of credit.” After the 
Bankers Discount disclosures the word “discount” was added, so that 
the phrase read “loan, discount or extension of credit”, as in Section 
6(a)(4) of the final Act. (H.R. 2674, H.R. 6227, S. 880, S. 2577, 84th 
Cong.) 

In reporting out the bill in 1955, the House Banking and Currency 
Committee described the Bankers Discount situation at length and stated 
(H. Rep. 609, pp. 18-19, 84th Cong.) as a reason for including the self- 
dealing provisions that: 





“, . . to fail to prohibit self-dealing between bank holding 
companies and their subsidiary banks would be to invite a repeti- 
tion of the [Bankers Discount] situation. . . .” 


























The Report of the Senate Banking and Currency Committee did not 
specifically mention the Bankers Discount situation. However, the 
Senate Committee appeared to share the House’s concern, as shown 
by the following passage from its Report (S. Rep. 1095, p. 4, 84th Cong. ): 





“... fear has been expressed that, improperly but within the 
present law, a bank holding company may take undue advantage 
of one or more banks in its system. This it might do by discount- 
ing commercial paper at the bank with resulting profit to the bank 
holding company but at an unwarranted risk to the bank or its 
shareholders. No widespread abuse of this nature has been 
brought to the attention of your committee, but the provision in 
the bill prohibiting upstream lending should adequately prevent 
the possibility of any such abuse.” (Emphasis supplied. ) 








This legislative history of Section 6(a) and of the addition of the 
word “discount” shows, in the words of the Committee Reports, that the 
section was intended to “prohibit self-dealing between bank holding 
companies and their subsidiary banks”, that it reflected a fear that “a 
bank holding company may take undue advantage of one or more 
banks in its system,” and that it was intended to “prevent the possibility” 
that “by discounting commercial paper at the bank” the holding com- 
pany may cause “unwarranted risk to the bank.” In other words, the 
legislative history indicates that in Section 6(a) Congress was interested 
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only indirectly, if at all, in the question of whether or not a trans- 
action results in a bank’s receiving a claim against an affiliate, and 
that the direct and immediate Congressional purpose in enacting Sec- 
tion 6(a) was to forbid transactions in which there is a substantial 
possibility of a bank’s resources being misused by an affiliate. 

Applicant points out that the Bankers Discount situation involved 
both direct loans to affiliates and nonrecourse purchases’ of paper from 
them. Applicant argues from this that the statements in the Committee 
Reports related to the prohibitions in Section 6 against direct loans. 
However, it is clear that in the Bankers Discount situation nonrecourse 
purchases were by far the more important of the two abuses of the 
banks’ resources. The House Committee Report on the Bank Holding 
Company Act, in discussing the Bankers Discount situation, indicated 
(supra, p. 18) that the finance company obtained from the two banks 
$135,000 in the form of loans—“the amount of the banks’ legal lending 
limit,” compared with more than $3,000,000 obtained from them by 
selling them consumer paper without recourse. 


It is not surprising that such an overwhelming proportion of the 
banks’ financing of the parent finance company in that situation took 
the form of nonrecourse purchases of paper. As indicated above, a 
national bank is subject to a general limitation, with some exceptions, 
against lending more than 10 per cent of the bank’s capital and surplus 
to one person. (U.S. Rev. Stats., Sec. 5200; 12 U.S.C., Sec. 84.) Most 
State banks are subject to similar “legal lending limits”, even though 
the percentages vary. These limitations substantially curb the ability 
of an affiliate to abuse the resources of a bank through direct loans— 
as indicated above, the House Committee Report stated that $135,000 
was the banks’ “legal lending limit.” However, since a nonrecourse sale 
of paper does not involve a debt from the seller to the bank, the statutes 
limiting the aggregate liability of one person to the bank are ineffective 
to prevent an affiliate from using—and misusing—a huge proportion of a 
bank's resources through such nonrecourse sales. (As previously indi- 
cated, if there is arm’s-length dealing between bank and customer, the 
absence of a claim against the seller may act as a safeguard by forcing 
the bank to give greater attention to the safety of the paper itself; but 
in a holding company situation, lack of arm’s-length dealing removes 
that safeguard. ) 

In the circumstances, it is clear that nonrecourse purchases were far 
more important than direct loans as a source of abuse in the Bankers 
Discount situation. It is reasonable to believe that Congress, in following 
up its expressed concern over the kinds of abuses possible in such 
situations, would most likely have been at least as much interested in 
preventing the major abuse as in preventing the relatively less serious 
ones. 
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In this connection it is to be noted that the provisions in the House 
and Senate bills relating to the present question were substantially 
identical. 

As a practical matter, recourse and nonrecourse purchases of paper, 
which the Board concludes to be covered in Section 6(a)(4), and pur- 
chase of various assets under repurchase agreement, which are covered 
by Section 6(a)(8), are virtually the only forms of purchases in which 
there would be substantial opportunity for an affiliate to abuse the 
assets of a bank. Banks can and do make other purchases, but they 
are relatively infrequent (such as bank premises), or relatively small in 
amount (such as office supplies), or already subject to substantial safe- 
guards against abuse (such as investment securities). 

It seems significant that in actual practice, if nonrecourse purchases 
of paper are included in Section 6(a)(4), then all major methods by 
which a holding company can misuse a subsidiary bank’s resources are 
covered, and the expressed Congressional purpose to prevent such mis- 
use would be substantially accomplished. On the other hand, an 
interpretation which would exclude nonrecourse purchases would leave 
open a large and important area of possible abuse, and would mean 
that in practical effect Congress had failed to carry out its stated purpose. 

Applicant points out that the Chairman of the Federal Deposit Insur- 
ance Corporation stated before the Subcommittee of the Senate Banking 
and Currency Committee (Hearings before Subcommittee of the Senate 
Committee on Banking and Currency on S. 880, S. 2350, and H.R. 6227, 
p. 100, 84th Cong. Ist Sess.) that: 


“. . . there is no restriction in either of the bills against the 
purchase or sale of assets among the units of a holding com- 
pany....” 


However, there is nothing to indicate that the Committee agreed with 
his view, and it appears, as explained above, that the Committee dis- 
agreed. He urged that restrictions on purchases by banks from their 
managements should apply to all banks and not merely those in holding 
company groups, and also that they should apply to downstream as 
well as upstream dealing. After his testimony, the Senate Banking and 
Currency Committee, in reporting out the bill, not only made the 
statement quoted above on p. 267 that “. . . the provision in the bill 
prohibiting upstream lending should adequately prevent the possibility 
of any such abuse [of a bank by its holding company],” but also continued 
with the statement that: , 


“This provision, in part at least, is in accordance with the 
recommendations of Mr. H. Earl Cook, Chairman of the Federal 
Deposit Insurance Corporation who testified against permitting 
either upstream or downstream dealing.” 
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Possible interference with usual banking operations. Applicant, and 
particularly the holding companies who filed amicus curiae briefs, stress 
the fact that if Section 6(a)(4) is construed as applying to nonrecourse 
purchases of paper it will interfere with a large volume of transactions 
between banks in the same holding company system. 

It certainly can be argued that such a prohibition, particularly as 
between banks, is unnecessary or undesirable as a matter of policy. When 
the Bank Holding Company Act was being considered by Congress, the 
Board of Governors of the Federal Reserve System recommended that 
all of the provision that became Section 6 be omitted from the bill as 
“unnecessarily restrictive.” (Hearings before Subcommittee of the 
Senate Committee on Banking and Currency on S. 880, S. 2350, and H.R. 
6227, p. 79, 84th Cong. Ist Sess.) The Comptroller of the Currency 
expressed similar objections to the section. (Hearings, supra, p. 86.) 
On the other hand, the Chairman of the Federal Deposit Insurance 
Corporation endorsed the “purpose of the provisions” (Hearings, supra, 
p. 100), stating that “we would urge that the provisions concerning 
restrictions on self-dealing be extended either in this or in other legisla- 
tion to banks whether independently owned or part of a holding com- 
pany. 

Such considerations of policy relate more to the advisability or in- 
advisability of legislation than to its interpretation. Having weighed 
these considerations, Congress included Section 6 in the Act; and even 
under the narrow interpretation of “discount” urged by Applicant, the 
section clearly imposes substantial prohibitions on the movement of 
funds within bank holding company groups. These prohibitions in 
Section 6 are considerably more stringent than the limitations in Sec- 
tion 23A of the Federal Reserve Act on dealings between member banks 
of the Federal Reserve System and their affiliates. (12 U.S.C., Sec. 371c.) 

For example, Section 6 exempts noninterest-bearing deposits but 
expressly prohibits all direct loans between banks in the same holding 
company group, even though such loans are frequently made between 
banks. Such being the case, it would not seem reasonable to assume 
that Congress was unwilling to prevent other transactions which, as 
indicated before, are even more susceptible to the kinds of abuses that 
Congress, for reasons that it deemed sufficient, was seeking to prevent. 

Applicant has directed the Board’s attention to the statement in 
the House Committee Report (H. Rep. 609, p. 25, 84th Cong.) that: 


“Routine banking transactions between subsidiary banks are 
not treated as extensions of credit and do not fall within the 
prohibitions of this section.” 

However, this statement cannot affect the present question, since it 
plainly refers only to the specific exemption in the last paragraph of 
Section 6(a) (quoted above on p. 264) and could not be extended 
beyond that exemption without a direct conflict with several portions of 
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Section 6. In fact, the limited exemptions contained in this last paragraph 
of Section 6(a) and in Section 6(b) tend to emphasize the fact that 
other transactions are not exempt if they fall within the usual meaning 
of the other provisions of Section 6(a). 

It may be noted, however, that when one bank seeks participation 
by another bank to aid in meeting the credit needs of a borrower, there 
would seem to be no conflict with Section 6 if the second bank joined at 
the outset in making its portion of the loan, since this would not involve 
the second bank in either a direct loan to the first bank or a purchase 
of paper from it. This would seem to permit at least a partial solution 
of the problems involved in participations. 

Certain other considerations. Applicant offered certain other argu- 
ments that have not been discussed above. They were carefully con- 
sidered, and although they do not alter the Board’s conclusion in this 
matter some of them are outlined below, together with certain related 
considerations. 

Applicant argues that the term “discount” could not include purchases 
unless they are “at a discount”; that this means it could not include 
purchases unless they are for less than the principal amount of the paper; 
that by simply making notes interest-bearing in form instead of non- 
interest-bearing (for example, a promise to pay $100 plus 6 per cent 
interest at the end of a year, instead of a promise to pay $106 at the end 
of a year), transactions could readily be arranged so that purchases 
would not be “at a discount”; that this would easily permit nonrecourse 
purchases to evade Section 6 even if the term “discount” were held to 
include nonrecourse purchases; and that, therefore, the term should 
not be construed to include nonrecourse purchases. 

The transactions in the present case are clearly “at a discount” and 
the Examiner’s Report naturally noted the fact. However, Applicant’s 
argument based on this fact, and on the Examiner’s references to it, 
contains several defects. Without attempting to discuss all of them, it 
may be noted that Applicant’s major premise—namely, that the term 
“discount” is limited to purchases of paper at an amount less than the 
principal amount of the paper—appears to be untenable. As indicated 
above on p. 268, the judicial interpretations of the word “discount” 
show that the term is used very broadly. In practice the term “bank 
discount” is applied broadly to transactions by which a bank computes 
interest in advance so that there is the possibility of compound interest, 
and it seems that any purchase of paper is a “discount” in that sense 
since it permits such advance computation and compounding. Prentice- 
Hall Encyclopedic Dictionary of Business (1952) defines “Bank discount” 
(p. 79) as: 


“The interest charge made by a bank for converting commer- 
cial paper into cash before maturity. Bank discount is computed 
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as simple INTEREST on the amount due at maturity on a note 

or draft and is deducted in advance... .” 

After giving this definition, the article explains how bank discount is 
computed on noninterest-bearing paper, and also how it is computed on 
interest-bearing paper, indicating that bank discount can apply to both. 

It is to be understood, of course, that the~purchases referred to here 
are purchases of paper—promissory notes, bills of exchange and the 
like. As the Examiner indicated (p. 285) bank discounts as commonly 
understood do not apply “to a bank’s acquisition through purchase of 
other assets, securities or obligations, such as, for example, corporate 
stocks, bonds or debentures.” 

Another argument made by Applicant is to the effect that Federal 
legislation since about 1900 has not used the term “discount” to include 
the nonrecourse purchase of negotiable paper and that this indicates 
the word was not intended to include such purchases in Section 6. How- 
ever, the contention does not appear to be sound. Even if the examples 
cited by Applicant were so extensive as to preclude the possibility of 
any different usage in Congressional legislation since 1900, which they 
do not appear to be, there is the further fact that the legislation Appli- 
cant quotes merely uses the word “purchase” or “sell” in addition to 
the word “discount” in some connections, and this was true even in the 
legislation considered in the Danforth case and other cases discussed 
above on p. 268. 

Conclusions 

For the reasons discussed above, the Board concludes as follows: 

(1) The Hearing Examiner having recommended denial of Appli- 
cant’s requests numbered BHC 4—17 and BHC 19—27, and Applicant 
having filed exceptions and brief only to the recommended denial of 
requests numbered BHC—8 and BHC-12. Applicant is deemed to 
have waived objections, if any, to the Hearing Examiner’s recommended 
denial of the remaining 21 requests. 

(2) The transactions by which Bank of St. Louis purchases paper 
from Industrial Loan Company (BHC-—8), and by which Baden Bank, 
St. Louis, makes such purchases from Baden Loan Company (BHC—12), 
violate the prohibition in Section 6(a)(4) of the Bank Holding Company 
Act against a bank’s making any “loan, discount or extension of credit” 
to its parent or fellow subsidiary. In view of this conflict with Section 
6(a)(4), these loan companies cannot be considered to qualify for 
exemption under Section 4(c)(6). This being dispositive of the ques- 
tion, the Board does not pass upon whether or not these companies could 
otherwise qualify for such exemption. 

(3) The requests of General Contract Corporation numbered BHC 
4—17 and BHC 19-27 for exemption under Section 4(c)(6) from the 
prohibitions of Section 4(a)(2) of the Bank Holding Company Act 
should be denied, and rr 1s so ORDERED. 
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Payment of Cashier’s Check In Payee’s Hands May Be 
Stopped for Lack of Consideration 


The Supreme Court of North Dakota has considered one of 
the important problems concerning cashier's checks and has 
rendered its decision in accord with those of courts in both 
California and Indiana. The problem involves whether or not 
payment can legally be stopped on a cashier’s check when it 
turns out that such check was issued for consideration which 
proved valueless. 

On August 6th the plaintiff corporation received from one 
of its agents a check for $1070 drawn on the defendant bank. 
‘The next day it took the check to the bank and received in pay- 
ment a cashier’s check in an equal amount. On the same day 
the cashier’s check was issued, the drawer agent had on deposit 
only $106 but also on that day he deposited a check to his ac- 
count drawn on another bank for $2500. Two days later, that 
is, on August 8th this latter check was returned to the defendant 
bank unpaid because of insufficient funds to cover it. The de- 
fendant bank immediately informed the plaintiff corporation 
which still held the cashier's check that the check would not 
be paid on presentment since the bank had not received con- 
sideration for it. 


When the corporation brought suit to enforce payment of 
the cashier’s check both the trial court and the appellate court 
ruled in favor of the bank on the ground that the plaintiff was 
not a holder in due course because there had been no considera- 
tion given for the check and that since there had been no con- 
sideration between the original parties to the transaction, the 
bank had the right to refuse payment. The court reasoned fur- 
ther that because in its opinion there had been no change in 
rights between the plaintiff and the agent who gave it the 
check, the bank was justified in its action. 


It is suggested that bankers and attorneys consider this hold- 
ing carefully for it seems apparent that holdings such as this 
do much to destroy the usefulness and the validity of cashier’s 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1470. 
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checks. In this case it should be noted that the bank had con- 
trol of the transaction at all times and it was the bank that made 
the mistake of issuing its check when its depositor’s account did 
not contain sufficient funds to cover the check. 

In this regard the reader is referred to Brady on Bank Checks 
which states at Section 223 in part as follows: “A cashier's check 
differs radically from an ordinary check. It is a bill of exchange, 
drawn by the bank upon itself and is accepted by the act of 
issuance. In view of the entirely different nature of a cashier's 
check, the right of countermand, as applied to ordinary checks, 
does not exist as to a cashier’s check.” 

Dakota Transfer & Storage Company v. Merchants National 
Bank & Trust Company, Supreme Court of North Dakota, 86 
N.W.2d 639. The opinion of the court is as follows: 


SATHRE, J.—The plaintiff, a foreign corporation, brought this 
action against the defendant, a national banking corporation organized 
under the National Banking Act, 12 U.S.C.A. § 21 et seq., to recover 
$1,070.71 on a cashier's check issued by the defendant bank to the 
plaintiff on the 7th day of August 1952 upon which cashier’s check the 
defendant had stopped payment on the ground that it received no 
consideration therefor. The case was tried in the district court of Cass 
County, North Dakota, Hon. John C. Pollock, Judge. From a judgment 
in favor of the defendant the plaintiff appealed. The material facts 
are embodied in a stipulation executed by the attorneys for the 
respective parties, and is as follows: 

“Stipulation 

“It is stipulated By and between the plaintiff and the defendant, 
through their respective attorneys, that the following facts are true, and 
each of the said parties agrees that no proof need be offered with 
reference to the said facts. 

“L 

“That on and prior to August 6, 1952, one Francis Perkins was an 
employee of the plaintiff. 

“2. 

“That on and about said date, the plaintiff's agent, Joe Yeager, made 
a casual check of the accounts of said Francis Perkins and determined 
that there was a shortage of funds in said accounts. 


“3. 
“That on the 6th day of August 1952, Francis Perkins gave to Joe 
Yeager a check payable to the Dakota Transfer and Storage Company 
in the sum of One Thousand Seventy and 71/100 ($1070.71) Dollars: 
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that said check was given, subject to collection, in part payment of 
the shortages in the accounts of Francis Perkins; and that said check 
was drawn on The Merchants National Bank and Trust Company of 
Fargo and signed by Francis Perkins. 


“4. 

“That the said Francis M. Perkins had a personal checking account 
at the defendant’s bank on which the said check above-described was 
drawn and that on August 6th, 1952, there was a balance of One hundred 
six and 45/100 ($106.45) Dollars; that on the 7th day of August, 1952 
the said Francis M. Perkins deposited to his account in the defendant 
bank a check in the amount of Two Thousand five hundred ($2,500) 
Dollars payable to cash and drawn on the Foster County State Bank of 
Carrington, North Dakota; that the said check was signed “The Green 
Diamond, F. M. Perkins”; that the said check maker was the said 
Francis M. Perkins, doing business under the said name; that The 
Merchants National Bank and Trust Company, in accordance with the 
usual bank practice, credited the amount of the said Check to Francis 
M. Perkins subject to collection; that after the said deposit was made 
on the 7th day of August 1952, the plaintiff, Dakota Transfer & Storage 
Company, signed said check dated August 6, 1952, in the amount of 
One Thousand seventy and 71/100 ($1,070.71) Dollars on the reverse 
side and presented the same to the defendant, The Merchants National 
Bank and Trust Company for payment; that the said plaintiff received 
in exchange therefor a cashier’s check in the amount of $1,070.71, 
payable to Dakota Transfer and Storage Company and drawn on the 
said defendant, The Merchants National Bank and Trust Company. 
That it was the usual practice for the plaintiff to transfer funds to its 
home office in St. Paul, Minn. by cashier’s check or bank draft, rather 
than forward the checks or cash received from customers. 

“5. 

“That thereafter, on the 9th day of August 1952, the Foster County 
State Bank of Carrington returned the check in the amount of $2,500.00 
drawn by The Green Diamond, F. M. Perkins on the Foster County 
State Bank of Carrington, North Dakota, and dated August 6, 1952, 
to the said The Merchants National Bank & Trust Company because 
there were insufficient funds in the drawer's account in the said Foster 
County State Bank. 



























“6. 
“That the defendant, The Merchants National Bank and Trust Com- 
pany, duly and promptly notified the plaintiff, Dakota Transfer and 
Storage Company that the said cashier’s check would not be paid on 
presentment. 
“Dated this 5th day of April, 1955.” 
The stipulation was received in evidence whereupon plaintiff rested. 
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The defendant then called for cross examination under the statute, 
Joe Yager, the sales representative of the plaintiff. He testified that he 
was familiar with the transactions involving the activities of Francis M. 
Perkins who was agent of the plaintiff at Carrington and who made the 
deliveries for the plaintiff in the Carrington territory. He testified that 
when Francis M. Perkins made collections for the plaintiff company, his 
employer, he deposited money in a bank at Carrington and sent a copy 
of the remittance to plaintiffs Minneapolis office. The witness Yager 
had gone to Carrington a day or two before August 6, 1952, to check 
up on shortages of Francis M. Perkins in accordance with statements 
received from plaintiffs Minneapolis office. He stated that as far as 
he knew on August 6, 1952, the amount of the shortage of Francis M. 
Perkins in the funds belonging to the plaintiff was in the sum of $1,070.71 
and that Perkins gave him a check in that amount drawn on the 
defendant The Merchants National Bank & Trust Company of Fargo. 
We quote from his testimony: 


“Q. But you knew at that time that you probably had more 
money coming. A. To the best of my knowledge, at the time 
of the settlement it was what he owed. I had received the bills 
from the Minneapolis office that were unpaid and that was the 
total we arrived at. 


“Q. And later you arrived at a greater total? A. If they 
did, I did not know about it. 


“Q. Is it not a fact that the total amount of the shortage was 
about $3,000.00? A. That is something I have been informed of. 


“Q. Isn’t it a fact that you made a claim on his bond for 
about $3,000.00. A. That is something I do not know, but at the 
time I checked out that was my understanding from the bills I 
had, that was the total amount.” 


It is established by the stipulated facts and the testimony of Yeager 
that Francis M. Perkins was the agent of the plaintiff at Carrington, 
N.D. and had charge of defendant’s business at that point. It appears 
further from the evidence that Francis M. Perkins was engaged in a 
private business in Carrington, known as the “Green Diamond.” The 
check for $1,070.71 drawn by Francis M. Perkins on the defendant bank 
was delivered to Yeager on August 6, 1952, in payment of shortages of 
Mr. Perkins in his account with the plaintiff. The plaintiff presented 
this check to the defendant bank for payment on August 7, 1952 and 
received a cashier’s check therefor. On the same day Francis M. 
Perkins drew a check in the sum of $2,500 on the Foster County State 
Bank of Carrington, North Dakota, payable to cash and deposited the 
same to his credit in the defendant bank. This check was signed “Green 
Diamond, Francis M. Perkins.” The defendant credited the same to the 
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account of Francis M. Perkins in accordance with the usual banking 
practice, subject to collection. This check was returned to defendant 
August 9, 1952, with the notation “Not sufficient funds,” and the defen- 
dant immediately notified plaintiff thereof. The actual balance in the 
account of Perkins on the day plaintiff presented the Perkins check fox 
$1,070.71 was $106.45. The defendant therefore stopped payment of 
the cashier's check. 

On this appeal the plaintiff contends that the trial court erred in 
holding that there was no consideration for the cashier's check issued 
by the defendant to the plaintiff, and that the evidence is wholly in- 
sufficient to establish a defense to plaintiff's claim. It is asserted that a 
cashier's check is not subject to countermand, and that under Section 
41-0502, NDRC 1948, the plaintiff was a holder in due course and had 
complied with all of the requirements of said Section which reads as 
follows: 


Section 41—0502: 


“A holder in due course is a holder who has taken the 
instrument under the following conditions: 

“1. That it is complete and regular upon its face; 

“2. That he became the holder of it before it was overdue, 
and without notice that it had been previously dishonored, if 
such was the fact; 

“3. That he took it in good faith and for value; 

“4. That at the time it was negotiated to him he had no 
notice of any infirmity in the instrument or defect in the title of 
the person negotiating it. 


In support of its claim that a cashier's check is not subject to counter- 
mand plaintiff cites the case of Drinkall v. Movius State Bank, 11 N.D. 
10, 88 N.W. 724, 57 L.R.A. 341. It is true that the opinion in that case 
states that as a general rule that a cashier's check is not subject to 
countermand. It was held, however, that under the facts in the case 
that the cashier’s check there involved was subject to countermand. The 
plaintiff in that case had deposited $200 in the Movius State Bank and 
in return therefor had received a cashier’s check. On the same evening 
he went to a gambling place and drank sufficient liquor to become 
intoxicated and there engaged in a gambling game operated. by a 
device known as a roulette wheel. He was induced to endorse his 
cashier’s check and turn it over to the operator of the gambling place. 
The next morning however he went to the bank which had issued the 
cashier’s check and in the presence of the operator of the gambling 
place demanded that payment of the check be stopped. The check was 
paid over his protest. Thereafter he brought action against the bank for 
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the amount of the cashier’s check. The trial court rendered judgment 
in his favor which was affirmed on appeal. The issue in the case was 
whether payment of the check was made in good faith and without 
notice of any defect in the title of the party who claimed to be a bona 
fide holder. 

Plaintiff cites also the case of Western Surety Company v. Friederichs, 
241 Minn. 492, 63 N.W.2d 565. The facts in that case were as follows: 

The treasurer of a school district had deposited school funds in 
the sum of $9,895.46 in the school district’s bank account, in the Farmers 
& Merchants State Bank in Breckenridge, Minnesota. Upon making the 
deposit he had the teller deduct $1,863.90 from the deposit and received 
therefor a cashier's check payable to defendant Friederichs in the sum 
of $1,537.50. In the upper left hand corner of cashier’s check there was 
added a notation “Dist. No. 14 Remitter.” The school treasurer delivered 
the check the same day to the defendant in payment of a note and 
defendant deposited the check in his bank the following day. The 
plaintiff Western Surety Company had bonded the treasurer and on 
discovery of his defalcations paid the shortage. Thereafter the plaintiff 
after making futile demands upon the treasurer for payment and re- 
imbursement, commenced action against the defendant to recover that 
part of the embezzled funds which were used to purchase the cashier's 
check given by the treasurer in payment of his personal debt. The 
issue in that case was whether or not the defendant Friederichs was a 
holder in due course of the cashier's check within the meaning of the 
provisions of the negotiable instrument law. The question, therefore, 
was whether or not the notation on the check “Dist. No. 14 Remitter” was 
sufficient to put the defendant on inquiry as to any infirmity in the title 
to the cashier’s check. The trial court held that the notation was in- 
sufficient for such purpose and that defendant was an innocent holder 
in due course. Upon appeal the judgment was affirmed by the Supreme 
Court. 

The defendant in the instant case contends that it received no con- 
sideration for the issuance and delivery of the cashier’s check to the 
plaintiff for the reason that the Perkins check it received in exchange 
therefor was without any value, since the drawer thereof did not have 
funds on deposit sufficient to pay it. It is undisputed that Perkins did 
not at any time have funds in the bank sufficient to pay the check. The 
trial court held, therefore, that the issuance and delivery by the defen- 
dant of the cashier’s check to the plaintiff was without consideration 
and judgment was entered for defendant. 

A similar state of facts was before the Supreme Court of the State of 
California in the case of National Bank of California v. Miner, 167 Cal. 
582, 140 P. 27. In that case the bank had issued a cashier’s check in 
exchange for a check drawn upon a bank in which the drawer did not 
have sufficient funds to pay it. Upon discovery of said facts the bank 
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which had issued the cashier's check refused payment. The trial court 
held that the bank which issued the cashier's check was liable for the 
payment thereof and an appeal was taken to the Supreme Court. The 
Supreme Court reversed the judgment and held that the evidence showed 
the nature of the mistake under which the cashier’s check was issued, 
the notification to the respondent bank that it had been issued through 
error, and that it had been issued without any consideration whatever. 

A like result was arrived at in the case of Kinder v. Fisher’s National 
Bank, 93 Ind.App. 218, 177 N.E. 904, 906. We quote the following from 
the opinion: 


“The bank has pleaded failure of consideration as they must 
do under the Negotiable Instrument Law (Burns’ Ann.St.1926 
§ 11342 et seq.) if they rely thereon, and have proven that the 
check was not paid upon presentment, and that it has never re- 
ceived payment upon said check. (This by the agreed statement 
of facts.) There is here a total failure of consideration. It has 
many times been held that a promissory note or a bill of ex- 
change must be supported by a consideration, and that a plea 
of want or failure of consideration is a valid defense in an action 
between the original parties.” (Numerous citations. ) 


Under Subdivision 8 of Sec. 41-0502 which is a part of the Uniform 
Negotiable Instrument Law, a holder in due course of an instrument 
must satisfy the following requirements. 

8. “That he took it in good faith and for value.” (Emphasis 
supplied. ) 

It is clearly established by the facts in the instant case that the 
defendant received nothing of value for the cashier’s check. The Perkins 
check in the sum of $1,070.71 which the plaintiff presented to the 
defendant bank and in return for which the defendant issued to the 
plaintiff the cashier’s draft was valueless at the time of the presentment 
and was never made good. In other words the plaintiff presented to 
the defendant bank a worthless check for which it received the cashier’s 
check involved here. Clearly the plaintiff did not qualify under the 
provisions of Subd. 3 of Section 41-0502, NDRC 1943, quoted herein, 
because the plaintiff had not parted with anything of value. It had not 
in any way changed its position with reference to its claim against 
Perkins and it still had its cause of action against him for the total 
amount of his shortage. 

Under the statute quoted a holder in due course is a holder who 
has taken a bill of exchange in good faith and for value. Not only must 
the holder take the bill in good faith, but he must also take it for value. 
The defendant in the instant case has pleaded in its answer that there 
was a total lack and failure of consideration for the issuance of the 
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cashier’s check involved here. The stipulated facts establish that defend- 
ant received nothing of value in return for the cashier's check. The 
rights of innocent holders for value without notice are not involved in 
this case. The controversy here is between the original parties. The 
plaintiff has lost no rights that it had before the issuance of the cashier's 
check. 

The judgment is affirmed. 

GRIMSON, C.]J., and JOHNSON, BURKE, and MORRIS, JJ., concur. 





Borrowers From Bank Enforce Trust Against FDIC 


The Circuit Court of Appeals in the Ninth Circuit has hand- 
ed down a decision in a case where the Federal Deposit Insur- 
ance Corporation was substituted for a bank as the defendant. 
Borrowers who had mortgaged personal property to the bank 
as security later gave the bank a bill of sale covering a portion 
of the property. At the time this was done a written agree- 
ment was made under which the bank was to sell the property 
at the best price obtainable, deduct the amount still owing on 
the loan and turn the balance over to the borrowers. When a 
demand was made for a report on the disposition of the prop- 
erty the bank refused to give it and the borrowers brought suit 
against the bank. Between the time this was done but before 
trial, the FDIC was appointed receiver for the bank. 

The court made two rulings on appeal. It ruled that the 
FDIC had no special standing in the federal courts and the 
results of the case would not be changed simply because the 
FDIC had been appointed although suit had originally been 
brought against the bank. Judgment could be rendered against 
the bank and enforced against the FDIC as receiver. It ruled 
also that the agreement between the borrowers and the bank 
created an express trust and conveyance of legal title to the 
property to the bank took the transaction out of the “fields of 
bailment or even of mortgagee in possession after default.” The 
bank, by not exercising caution to preserve the property “flag- 
rantly violated the trust.” The receiver in distributing funds 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 147. 
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of the insolvent bank, must give priority to the payment of these 
funds as trust funds. 


It is of great interest regarding this last point that the court 
is in fact directing how the FDIC should distribute the funds 
of an insolvent bank. The FDIC took the position that it was 
the final authority on the allocation of funds and the court 
agreed that it might well have been if the borrowers had sued 
the FDIC after the bank’s insolvency. But here the situation 
was treated as if a decree were rendered at the date of the 
filing of the complaint against the bank and the intervention 
of the FDIC after insolvency did not require a different ruling. 
Federal Deposit Insurance Corporation v. Myhre, United States 
Court of Appeals, Ninth Circuit, 249 F.2d 887. The opinion 
of the court is as follows: 


JAMES ALGER FEE, C.J.—This suit, brought by the Myhres against 
the Bank of North Idaho, Inc., in the United States District Court, 
prayed recovery for specified personal property. 

The appeal here was taken by the Federal Deposit Insurance Cor- 
poration’ from the judgment of the District Court, which ordered that 
the money judgment therein granted “is entitled to the priority as a trust 
fund in the order of payment of the debts of the original defendant,” 
and directed the Receiver, substituted for the original defendant, Bank 
of North Idaho,? to allow this priority. 

From the record and findings made in the trial court, the facts below 
Set forth are drawn. The Myhres borrowed Fifteen Hundred Dollars 
from the Bank on November 10, 1953. To secure the indebtedness, the 
Myhres gave a chattel mortgage to the Bank, which failed adequately 
to describe the property. The Myhres later gave a bill of sale to the 
Bank for a portion of this property. As an integral part of this last 
transaction, a written agreement between these parties was executed, 
which in part provided that the Bank was to sell the property at the 
best price obtainable, deduct the sums owing to the Bank, and turn 
the balance over to the Myhres. The property, delivered to the Bank 
on March 17, 1954, had a value of Eight Thousand Dollars. A demand 
for a report of the disposition of the property and an accounting was 
served on the Bank. When this demand was refused, suit was brought 
by the Myhres against the Bank in August, 1954. 

The Receiver has not favored the court with any record of the date 
upon which the Bank became insolvent or when and by what orders 


1 Hereinafter referred to as “Receiver.” 
2 Hereinafter referred to as the “Bank.” 
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and upon what conditions it was substituted for the Bank in this action 
as its Receiver.* It can only be assumed these events occurred after 
filing of the complaint and before trial. The suit must be treated as 
one against the Bank, not against a statutory receiver. It must be 
assumed that the Receiver voluntarily accepted substitution and gave the 
trial court jurisdiction over it. The mere fact that a federal agency has 
been designated Receiver under an Idaho statute* gives the Federal 
Deposit Insurance Corporation no special standing in a federal court. 

Suffice it to say, this action was commenced against the Bank and 
proceeded to judgment against the Bank. The substitution of Receiver 
does not affect the power of the court to render judgment against the 
Bank. No statute has been called to our attention and no decision of 
the state court which abates a suit in a federal court against a Bank 
which has become insolvent after the filing of the complaint. Judgment, 
therefore, can be rendered against the Bank and enforced against the 
Receiver as far as the finding of trust is concerned. The Receiver was 
not required to submit himself voluntarily to the judgment of the court, 
but, having done so, it is not for this Court to say that the trial court 
cannot give the Receiver legal orders as a part of a lawful judgment. 

The Receiver contends that the prayer of the pleading did not 
request the court to find a trust and a breach thereof. But there is no 
doubt the pleading stated facts sufficient to constitute a cause of suit 
for a declaration of a trust and a willful breach thereof. The Federal 
Rules of Civil Procedure, 28 U.S.C.A. were intended to sweep away all 
such technicalities so long as the substance remained as we find it did 
here. 

The case was tried upon that theory. The court concluded that the 
written agreement between the Myhres and the Bank created a trust. 
This is in accordance with the great weight of authority.® 

It is of great importance that here the Myhres conveyed the legal 
title of these chattels to the Bank. Simultaneously the agreement was 
entered, which provided in detail that the Bank was required to sell a 
portion of the property, pay the debt to it and return the balance of 
the proceeds and the goods remaining to the Myhres. An express trust 
was consensually created. 


8 There is a recital in the transcript, at page 13: “Upon motion, an order was 
entered in these proceedings on the 14th day of July, 1955, substituting said receiver 
as party defendant, in place and instead of the Bank of North Idaho.” 

4 Idaho Code, § 26—1403. 

5 “Where property, real or personal, is conveyed by a debtor to his creditor with 
a power to sell and dispose of it, and apply the property to the payment of the 
debt, the creditor in executing such power becomes the trustee of the debtor, and 
is bound to act bona fide, and to adopt all reasonable modes of proceeding in order 
to render the sale most beneficial to the debtor, like any other agent, factor or 
trustee to sell.” Mechanics and Metals National Bank of City of New York v. 
Pingree, 40 Idaho 118, 128, 232 P. 5, 8. 
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Thus the transaction was removed from the fields of bailment or 
even of mortgagee in possession after default. Even a bailee is a trustee 
if he be vested with power to exchange or to sell the personal property. 
The mortgagee who has taken possession of personal property after 
default is likewise held to be invested with fiduciary obligations. What- 
ever questions arise in the analogous situations, we need not be troubled 
with them since here there is a classic express trust. 

Where an express trust is created, the person to whom the legal title 
is conveyed is invested with the confidence of the creator of the trust 
that he will faithfully apply the property conveyed to the purposes and 
uses designated. Confidence in the trustee by the creator is the 
distinguishing hallmark of express trust. 

A clear line of demarcation is drawn between property thus held by 
a bank and deposits made by commercial customers therein. As to the 
latter, there is equally no question. Such a deposit creates a relation 
of debtor and creditor. However, if securities or funds are left with a 
bank for safekeeping only, the latter may be a mere bailee. Where a 
deposit is made in a bank for the purpose of paying a specific obliga- 
tion, the bank is an agent,° and, if it fail to apply the funds as directed 
or misapply them, the money may be recovered as a trust deposit, even 
though the original deposit has disappeared or been wrongfully dissi- 

ated.” 
: Here, by the conveyance of these chattels, the Myhres created a trust.® 
They were not attempting to become creditors of the Bank. By selling 
or dissipating the property, the Bank could not magically evoke the 
relation of debtor and creditor between itself and the Myhres. 

A trustee of property by express trust is compelled by the confidence 
imposed upon him to act in good faith and not only with such care and 
prudence that a person would exercise in disposing of his own property, 
but also with that caution to preserve the property which is enjoined 
upon such a fiduciary.® There was here no proof that the Bank used 
any precaution whatsoever. The trial court found the market value of 
the property at the time the Myhres entrusted it to this Bank, in 
confidence that the latter would explicitly carry out the terms prescribed. 
The Bank, as trustee, flagrantly violated the trust. 

Here then we arrive at the last abatis of defense. It is said there 
is no specific money in possession of the Federal Deposit Insurance 
Corporation which can be traced to the sale of this specific property 
which the Bank held in trust, and therefore there can be no recovery. 


6 State ex rel. Good v. Platte Valley State Bank of Scottbluff, 130 Neb. 222, 264 
N.W. 421. 


7 Hopper v. New Jersey Title Guarantee & Trust Co., 127 N.J.Eq. 1, 11 A.2d 60. 
8See also Knox County v. Fourth and First National Bank, 181 Tenn. 569, 182 
S.W.2d 980; Collins v. Morgan County National Bank, 226 Ala. 376, 147 So. 161. 
® III Scott, Trusts (1956) § 227.3. 
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But this is a misconception of the doctrines of equity. If a trust 
relation were breached, the courts of chancery anciently enforced certain 
consequences by mandates directed against the person of the trustee. 
The modern tribunals, which possess equity jurisdiction, have not 
abdicated that power. And the substitution of a representative of a 
trustee will not deprive these courts of plenary authority to deal with 
the situation. 

A case in the Supreme Court of Idaho deals with a situation which, 
while not entirely comparable to that in the case at bar, highly illumin- 
ates some of the facets of the latter. Ivie v. W. G. Jenkins and Company, 
Bankers, 53 Idaho 643, 649-650, 26 P.2d 794, 796. A person gave 
$1,000 to an employee of a bank, with explicit direction to buy an 
Australian bond. Upon subsequent failure of the bank, no record of 
the transaction was found; no such bond was in possession, and there 
was no trace of the money. Recovery against the Commissioner of 
Finance of the State of Idaho under former statute was allowed as a 
trust. The court says: 


“As heretofore pointed out, cash in excess of the $1,000 belong- 
ing to appellant remained in the bank from the time she placed her 
money there unti! it failed, and an amount in excess of that belong- 
ing to her came into the hands of the commissioner of finance and 
the liquidating agent. The bank being in possession of money 
which belonged to it, as well as money which belonged to 
appellant, will be presumed to have paid out its own money in 
meeting its obligations rather than that of appellant. Skinner 
v. Porter, 45 Idaho 530, 263 P. 998, 73 A.L.R. 59. It follows that 
the sum of money found in the bank’s possession by the commis- 
sioner of finance and the liquidating agent contains the funds 
held in trust by it for appellant, and that she is entitled to have 
her claim for $1,000 classified and paid as directed in I.C.A., 
§ 25-915, subd. 2, which provides: 

“The order of payment of the debts of a bank liquidated by 
the commissioner shall be as follows: . . . 

“2. All funds held by bank in trust.’” 


In the instant case, the Bank was not shown to be insolvent either 
at the date of the transaction in issue or at the date suit was commenced. 
Therefore, the court of equity had power to enforce the trust against 
its general assets at either of these dates. We are of opinion that the 
Receiver would have been bound by the trust in any event, in accord- 
ance with the above quoted authority. But we need not pass upon this 
point, but treat the case at bar as we find it. 

Here the court, upon finding a trust of the personal property, 
directed the return to the Myhres of all the articles which could be iden- 
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tified. If all of the personal property had still been in the Bank, all 
would have been returned if the court had found breach of an express 
trust. Of course, such a court would have equitably required the 
Myhres to pay their debt to the Bank before a return would have been 
required. But the apparent position of Receiver is that it is administra- 
tively the final authority of allocation of funds and that a federal court 
has no jurisdiction. 

This position might have been well taken if the Myhres had at- 
tempted to sue the Receiver after insolvency. But this suit was brought 
against the Bank and will be considered upon that basis alone. This 
Court is not therefore concerned with the tracing of trust funds. The 
situation must be treated as if the decree had been rendered at the 
date of the filing of the complaint. As above noted, the Idaho statute 
requires the Receiver to give priority to all funds held in trust. Idaho 
Code, § 26-915. 


The question is what the “decree” of the court would have been 
at the time the case was filed before the insolvency intervened, if 
the same evidence had been presented. As has been seen, a court of 
chancery could have found a trust and ordered restoration of all the 
property in specie. If the court found by breach of an express trust 
the property was dissipated, it could adjudge the value thereof paid 
in money by the defaulting trustee as the proceeds of the trust property, 
and the court might in addition have assessed damages for the default. 
If the trial court had rendered such a “decree” against the Bank itself 
before insolvency, it would have been binding upon the Receiver. The 
fact that the actual decree was rendered subsequent to insolvency makes 
no difference. 

Likewise, the voluntary presence of the Receiver in court adds 
nothing to the situation, except that the court had the power to make 
the “decree” against it instead of against the Bank. Whether or not 
this direction to the Receiver was in the “decree” is immaterial, since 
the Receiver was bound to carry out the direction of the judgment in 
any event, whether directed against the Bank or against the Receiver as 
a substitute for the Bank. The court had jurisdiction of the subject 
matter and personal jurisdiction of the entity, Bank of Idaho. Even if 
the Myhres could not have brought suit in federal court against the 
Receiver after it had been substituted for the Bank, the court had author- 
ity to enforce the decree against the Bank and against Receiver, as 
substitute defendant. 

The finding of fact of the court was: 





“. . » Defendant upon taking possession of Plaintiff's property 
involved in this action became a trustee of such property and 
by reason for (sic) such status and conversion of such property 
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by the Defendant, the judgment granted herein is entitled to a 
priority as a trust fund.” 


This finding was fully justified by the evidence against the Bank. It is 

binding upon the Receiver as substitute for the Bank. Since the court 

had authority to enforce the decree against the Receiver, in virtue of its 

voluntary submission thereto, the direction in the judgment was proper. 
Affirmed. 


Statute of Limitations Begins to Run Immediately 
on Demand Note Despite Unusual Language 


A promissory note executed in 1944 contained the following 
language: “Demand after date we, or either of us promise to 
pay ... with interest at 4 per cent per annum from date payable 
semi-annually. Interest unpaid shall bear interest at seven per 
cent payable semi-annually. A failure to pay any of said in- 
terest within 10 days after due causes the whole note to be- 
come due and collectible at once... .” Suit was brought on 
this note in 1957 and the statute of limitations was pleaded as 
a defense. 

The court ruled that the suit must be dismissed because the 
cause of action was barred by the statute of limitations which 
began to run on the date of the note, that is in 1944. It reasoned 
that the note was a demand note “despite the fact the words 
‘Demand after date’ are used rather than ‘On demand after 
date.’ ” and concluded that it is well settled that a promissory 
note payable on demand with or without interest is due im- 
mediately and that the statute of limitations runs in favor of 
the maker from the date of the execution of the instrument. 
The statute of limitations on demand notes in Iowa where suit 
was brought is 10 years. 

It should be noted that the court concerned itself with the 
question of whether or not the provision for interest in the note 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1392. 
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took it out of the general rule that the statute on demand notes 
begins to run from the date of the note. Its answer was in the 
negative. If the interest portion of the note affected the demand 
feature the situation might occur where the only event which 
would cause a maturity of the note would be a default for ten 
days in the payment of semi-annual interest and it seemed clear 
to the court that this was not intended by the parties. Stebens, 
as Executrix v. Wilkinson, Supreme Court of Iowa, 87 N.W.2d 
16. The opinion of the Court is as follows: 


WENNERSTRUM, J.—The plaintiff, Bertha Stebens, executrix of the 
the estate of Ernest H. Stebens, deceased, brought an action against 
R. V. Wilkinson on March 18, 1957 to recover judgment on a promissory 
note, dated October 3, 1944, made payable to Ernest H. Stebens. The 
defendant filed a motion to dismiss wherein there was pleaded the 
statute of limitations. The trial court sustained the motion and plaintiff's 
petition was dismissed at her cost. She has appealed. 

The essential portions of the note sued on, as pertains to this appeal, 
are as follows: “Rock Falls, Iowa Oct. 3, 1944 $16,193.40 Demand after 
date we, or either of us promise to pay to the order of Ernest Stebens 
The Farmers Savings Bank Sixteen Thousand One Hundred Ninety-three 

Dollars At Farmers Savings Bank, Rock Falls, Iowa with 
interest at 4 per cent per annum from date payable semi-annually. 

“Interest unpaid shall bear interest at seven per cent payable semi- 
annually. A failure to pay any of said interest within 10 days after due 
causes the whole note to become due and collectible at once... . 

(Signed) R. V. Wilkinson” 


The motion to dismiss, Rule 104(b) R.C.P., 58 LC.A., alleged the 
petition showed the plaintiff's action was barred by the statute of limita- 
tions Section 614.1, subd. 6, 1954 Code, I.C.A. It was further alleged in 
the motion the note sued on showed it is a demand note in that it is 
dated October 3, 1944 and said date is more than ten years prior to the 
commencement of the action to recover judgment on the instrument. 
The court in its ruling held the note was a “demand” one and “that the 
cause of action arose on said note at the time it was delivered.” Although 
the court’s ruling did not definitely so state its holding naturally must 
have been based on the statute of limitations. This was the ground 
particularly urged in the defendant’s motion. At any rate the trial court 
held the plaintiffs petition should be dismissed. 

The plaintiffs grounds for reversal which are argued are: (1) the 
trial court erred in holding that the word “demand” in a note makes it 
payable at once on its execution regardless of other provisions of the 
note or other proof of intent of the parties, and that consequently the 
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statute of limitations had run against the note; (2) the trial court erred 
in completely ignoring the acceleration clause in the note. 

I. There can be no question but what the note sued on is a demand 
note despite the fact the words “Demand after date” are used rather than 
“On demand after date.” (Emphasis supplied.) It is the plaintiff's 
contention the provisions of the note pertaining to interest make the note 
one where demand is permissive and inasmuch as no demand was made 
until a later date the statute of limitations did not commence to run 
from the date of the note. We shall discuss this phase of plaintiff's 
contentions in a later division. 

In 54 C.J.S. Limitations of Actions § 147b, pp. 80—82, it is stated: 
“. . «, the law is well settled in most jurisdictions that a promissory note 
payable on demand with or without interest is due immediately, and 
that the statute of limitations runs in favor of the maker from the date 
of the execution of the instrument or from the date or time of the 
delivery of the instrument; by failing to make a demand the payee 
cannot do away with the statute of limitations.” 

And in 34 Am.Jur., Limitation of Actions, Sec. 147, pp. 118—119, 
it is stated: “In the absence of anything in the instrument itself or in 
the circumstances under which it was given indicating a contrary inten- 
tion, the statute of limitations begins to run against an ordinary promis- 
sory note payable on demand from the date of its execution, and not 
from the time of the demand.” 

The Iowa authorities and rule are to the effect a note payable on 
demand is payable upon the date of its execution, and is barred by the 
statute of limitations in ten years from its date. Citizens’ Bank of 
Pleasantville v. Taylor, 201 Iowa 499, 501, 207 N.W. 570, and cases cited; 
In re Estate of Fuller, 228 Iowa 566, 569, 293 N.W. 55; Rohrig v. Whitney, 
234 Iowa 435, 436, 12 N.W.2d 866. 

II. We are presented with the question of the effect on a purported 
demand note where there is a provision for the payment of interest. 
And this inquiry is of particular import in that the note here under 
consideration provides, “. . . with interest at 4 per cent per annum from 
date payable semi-annually. Interest unpaid shall bear interest at seven 
per cent payable semi-annually. A failure to pay any of said interest 
within 10 days after due causes the whole note to become due and 
collectible at once. . . .” Does the inclusion of the provision quoted 
affect the demand feature of the note and require that some affirmative 
action relative to a demand be made in order to start the statute of 
limitations? 

We find only one early Iowa case which has indirectly passed on 
this question. In First National Bank of Davenport v. Price and Sanford, 
1879, 52 Iowa 570, 575, 3 N.W. 639, 643, it is stated: “It is urged, how- 
ever, that the fact that the draft is drawn with ten per cent interest 
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after maturity shows it was intended to have been presented for accept- 
ance, and not at once for payment. In support of this position, 1 
Parsons on Notes and Bills, 379, is cited. The weight of authority does 
not support this position. See Parsons on Notes and Bills, 379, note Z.” 


And to the same effect are the statements found in 10 C.J.S. Bills and 
Notes § 247, p. 743, as follows: “Effect of provisions as to interest. Paper 
is none the less payable on demand because it contains a provision as 
to interest, as where it is payable ‘on demand’ with interest after a 
specified time, of ‘after maturity,’ with interest ‘annually, ‘with interest 
within six months from date,’ ‘without interest,’ or ‘without interest 
during the life of the promisor.’” The case of First National Bank of 
Davenport v. Price and Sanford, supra, is cited as an authority for this 
last quotation. And later in the above citation in 10 C.].S., it is stated: 
“, . » The fact that notes indicating no time of payment are expressed to 
be payable with interest annually does not prevent them from being 
payable on demand... .” 


It has been held the fact a demand note calls for the payment of 
interest does not change the rule that the statute of limitations begins 
to run against an ordinary promissory note payable on demand from 
the date of its execution and not from the time of the demand. Annota- 
tions, 44 A.L.R. 397, 399, 400. This is the holding in Roberts v. Snow, 
27 Neb. 425, 43 N.W. 241, 242, which very aptly comments on a situation 
similar to the note in the present case. In the cited case it is stated: 
“The rule seems to be that in cases of this kind the legal intendment 
that the notes are payable upon demand cannot be changed by parol 
proof any more than could the expressed terms of a written instrument 
be changed. See Thompson v. Ketcham, 8 Johns. [N.Y., 189, Reprint] 
146; Koehring v. Muemminghoff, 61 Mo. 408; Self v. King, 28 Tex. 552. 
But it may be contended that it is shown on the face of the note itself 
that such was not the intention of the parties at its time of execution, 
for it is provided that the interest shall be payable semi-annually, and 
that the note shall become due and collectible on the expiration of 30 
days after default of the payment of the interest; but this would make 
no difference as far as the note is concerned. As held in Jones v. Brown, 
supra, [11 Ohio St. 601] the fact that the parties provided for the pay- 
ment of the interest in case the note should not be paid immediately, 
would not change the legal effect of the contract. Upon this subject, 
see Loring v. Gurney, 5 Pick., Mass., 15; Meador v. Dollar Sav. Bank, 
56 Ga. 605; Holmes v. West, 17 Cal. 623. Aside from what would seem 
a rather inflexible rule of law, as applied to instruments of the kind 
under consideration a careful examination of the note in question 
satisfies us that no other construction can be given to its language. There 
is nothing upon the face of the instrument itself, nor pleaded by the 
answer, nor submitted in the evidence in the case, which shows that 
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any relation existed between the parties to the instrument by which it 
could be presumed or supposed that it was their purpose that the note 
should never mature. If it cannot be treated as a promissory note 
payable upon demand, then the only event which could occur by which 
the note could be made to mature, according to its own language, would 
be a default for 30 days in the payment of the semi-annual interest; 
and if such default should never be made, the note would never mature, 
and therefore could never be collected, except by the voluntary payment 
of the maker. This, evidently, was not the intention of the parties to 
the instrument.” 


Other later Nebraska cases holding to the same effect are: Luikart 
v. Hoganson, 1385 Neb. 280, 281 N.W. 27, 28; Melville Lmbr. Co. v. 
Scott, 185 Neb. 379, 281 N.W. 808, 804. 

There are, however, authorities to the effect a provision for interest 
takes a demand note out of the general rule that the statute begins to 
run from the date of the note. Annotations, 44 A.L.R. 399, 400. This 
is likewise the holding in Shapleigh Hardware Co. v. Spiro, 141 Miss. 
38, 106 So. 209, 44 A.L.R. 393, 396. 


We are convinced the sounder rule is the one to the effect that even 
though a demand note provides for interest nevertheless the statute of 
limitations begins to run against an ordinary note payable on demand 
from the date of its execution, and not from the time of any demand. 
And we are particularly impressed with the fact this is true as pertains 
to the note here involved. It should be remembered the note herein 
questioned provides: “... A failure to pay any of said interest within 
10 days after due causes the note to become due and payable at once. 
...” If we are to consider this portion of the note as affecting the 
demand feature of the instrument we might have a situation, as was 
noted in Roberts v. Snow, supra, where the only event which would 
cause a maturity of the note would be a default for ten days in the 
payment of the semi-annual interest. Such a situation was surely not 
anticipated by the parties. Neither can such an interpretation be ap- 
proved. The plaintiff has cited Lovrien v. Oestrich, 214 Iowa 298, 299, 
242 N.W. 57. It is her contention this case supports her theory of the 
pending case. The statements in that opinion indicate the interest 
provisions are not the same as in the present case. However, there is 
a statement in that opinion, which although it may be dectum, has a 
bearing on the present case. It is therein stated: “. .. A creditor may 
not by his own act or neglect delay or postpone the running of the 
statute... .” That would be the situation if the defendant had seen 
fit to pay the interest as it came due under the plaintiffs interpretation 
of the note. 

Other cases which bear upon the question considered in this division 
are: Spragins v. McCaleb, 287 Ala. 658, 188 So. 251; Merrimack River 
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Sav. Bank v. Higgins, 89 N.H. 154, 195 A. 369; Todd v. Third Nat. Bank, 
172 Tenn. 586, 113 S.W.2d 740. 

III. The word “demand” is in writing and because of that fact the 
writing is of importance. If there is any variance or inconsistency 
between the written part and the printed part relative to the note 
being a demand note the written part controls. This is the holding of 
Sec. 9477, 19389 Code, Sec. 541.17, 1954 Code, I.C.A., which is as 
follows: “Construction. Where the language of the instrument is am- 
biguous, or there are omissions therein, the following rules of construc- 
tion apply: ... 4. Where there is conflict between the written and 
printed provisions of the instrument, the written provisions prevail.” 
See also 5 Uniform Laws Annotated, Negotiable Instruments, Sec. 17. 

This section of the Uniform Negotiable Instrument Act was con- 
strued in Harlan v. First State Bank of Sterling City, Tex.Civ.App., 285 
S.W. 694, where it was held even if printed words are left in, the written 
words will control where there is a conflict. 

And a further statutory provision bearing on written or printed parts 
of an instrument is found in Sec. 11274, 1989 Code (622.21, 1954 Code, 
I.C.A.), which is as follows: “When an instrument consists partly of 
written and partly of printed form, the former controls the latter, if 
the two are inconsistent.” This is likewise the holding in Low v. Young, 
Mullarky and Long, 158 Iowa 15, 17, 188 N.W. 828, and Urbany v. City 
of Carroll, 176 Iowa 217, 223, 157 N.W. 852. 

IV. It is the contention of the plaintiff that the trial court in ruling 
on the motion to dismiss should have given consideration to an amend- 
ment to her petition wherein it was alleged the note sued on was 
executed, delivered and accepted with the intent and understanding 
it would not be then due and payable. This amendment naturally antici- 
pates the consideration of the admissibility of parol evidence. We hold 
under the amended pleading such evidence, which would vary the 
terms of the note, would not be admissible. It is the general rule 
evidence of this nature is not admissible to vary, alter or contradict the 
terms of a written instrument in the absence of allegations in the plead- 
ings of fraud, accident or mistake. Furleigh v. Dawson, 245 Iowa 359, 
867, 62 N.W.2d 174 and cases cited. None of the circumstances which 
would vary the rule announced were pleaded and consequently parol 
evidence would not be admissible to vary and make the note payable 
other than as a demand note. 

V. By reason of our previous holdings we do not deem it necessary 
to comment on the claimed acceleration of payment portion of the note. 
Upon consideration of the several grounds for reversal and the authori- 
ties cited we hold the trial court properly sustained the defendant's 
motion to dismiss. 

Affirmed. 





DEMAND NOTE 613 


HAYS, C.J., and BLISS, OLIVER, GARFIELD, SMITH, LARSON, 
and PETERSON, JJ., concur. 

THOMPSON, J., dissents. 

THOMPSON, Justice (dissenting). 


I am unable to agree with the conclusion reached by the majority. 
That an ordinary demand note is payable at once upon its execution so 
that the statute of limitations begins to run on that date is well settled. 
But I think the rule to be harsh and unrealistic, and that it should not 
be followed where there is a reasonable indication the parties did not 
intend it to apply. 

It is not likely that in the great majority of cases the maker and 
payee of a demand note expect it will be paid at once, or that the 
holder will immediately commence a suit for its collection. Reason tells 
us that they had in mind that the maker would have some time in which 
to pay. Otherwise there would be small purpose in making the note. 
As the Maine Supreme Court put it: “It can hardly be supposed that 
this money was hired with the expectation on the part of any one con- 
cerned that the payment of the note was to be immediately demanded, 
or made...”. Yates v. Goodwin, 96 Me. 90, 51 A. 804, 806. 

The majority opinion gives great weight to Roberts v. Snow, 27 Neb. 
425, 43 N.W. 241, 242, and other Nebraska cases. These seem to me 
to be unduly concerned with the fear that if the statute does not 
commence to run as of the date of the note it may never be matured; 
that is, that the holder would have it entirely at his option whether to 
make a demand or permit the instrument to run unmatured forever. 
But we have ourselves held that the demand must be made in a reason- 
able time. Lovrien v. Oestrich, 214 Iowa, 298, 299, 242 N.W. 57. See 
also Yates v. Goodwin, supra, and Andrews v. Andrews, 170 Minn. 175, 
212 N.W. 408, 410, 411, 213 N.W. 899, 51 A.L.R. 542. 

I prefer the holding exemplified by Shapleigh Hardware Company 
v. Spiro, 141 Miss. 38, 106 So. 209, 210, 211, 44 A.L.R. 398, to the effect 
that if the note, although payable on demand, fairly shows that the 
parties intended that an actual demand be made, the statute does not 
commence to run from the date of the note. For a discussion of the 
rule that the intent of the parties must be sought, and when found, be 
held controlling, see Andrews v. Andrews, supra, page 411 of 212 N.W. 

I have indicated my belief that we should not follow the hard and 
fast rule which commences the running of the statutory period with the 
date of the note, if there is something contained in it which fairly shows 
a contrary intent of the parties; and that our examination should be 
tempered by the assurance that ordinarily the immediate payment of the 
note, or suit upon it, were not in the contemplation of either the maker or 
the payee. I find these things in the note before us which seem to me 
to show an intent that an actual demand be made. The language of 
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the note is “Demand after date . . .”. (Italics supplied.) These words 
themselves, taken at their face value, indicate a demand must be made 
after the date of the note; that is what it says. I am aware there are 
authorities which hold such language does not change the rule; but I 
think it does throw some light upon the intent of the parties. 

Again, the note provides for interest at four per cent; the statutory 
rate in Iowa is five. If it was not contemplated that the note would 
run for some time—that is, if the parties intended it should be due and 
payable on the date it was made—there seems no reason for inserting a 
provision for interest less than the percentage fixed by statute. 

Finally there is the acceleration clause, which says: “A failure to 
pay any of said interest within 10 days after due causes the whole 
note to become due and collectible.” If the note was due and collectible 
on the day it was made, the just-quoted clause becomes entirely meaning- 
less. Yet it is a part of the contract the parties made. We should 
determine their intent from what they said; not merely a part of what 
they said, but all of it. The acceleration clause is entirely compatible 
with an intent that the note should be due only upon demand actually 
made; it is entirely incompatible with the majority holding that it was 
due and collectible instantly upon its making and delivery. 

I would reverse. 


Assignee Bank May Not Recover Proceeds 
of Non-negotiable Instrument Paid by Mistake 


The South Dakota Supreme Court has recently decided an 
interesting case against a California Bank involving a non- 
negotiable draft. This draft was given in payment to the But- 
terfields for an undivided interest in certain oil property. They 
indorsed the draft and deposited it in their bank in Huron for 
collection. It was forwarded by various banks to the Bank 
of America which paid the draft even though it contained on 
its face the legend “Subject to Approval of Title”. Payment 
was refused by the drawer, because approval of the title was 
never received. The bank then brought suit against the But- 
terfields to recover the payment. 

The court ruled against the bank. It reasoned first that the 


NOTE-For similar decisions see B. L. J. Digest (Fifth Edition) § 978. 
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bank had no rights against the Butterfields as indorsers under 
Section 66 of the Negotiable Instrument Law because the con- 
dition on the face of the note made it non-negotiable. Second, 
the Butterfields were not liable as assignors of the note since, 
at common law, assignors are liable only to their immediate 
assignees, but not to a sub-assignee such as the bank in this 
situation. Bank of America v. Butterfield, Supreme Court of 
South Dakota, 88 N.W.2d 909. The opinion of the court is as 
follows: 


RENTTO, P.J.—This action concerns the liability of the defendants 
to the plaintiff bank on their indorsement of a draft paid to them as 
payees but which the drawer refused to honor on its presentation by 
the plaintiff drawee. 

The defendants are long-time residents of Huron, South Dakota. On 
or about January 23, 1953, Mr. Butterfield received a letter from one 
Lloyd M. Wampler containing the following statement: “In checking 
the official records of Rosebud County, Montana, it is noted that you are 
the record owner of the oil and gas rights under the North Half of Section 
17, Township 9 North, Range 42 East.” In that letter he included an 
offer to purchase a 50% interest of these rights for $1,200. Wampler 
was acting as agent for Culver Company, a partnership of Casper, 
Wyoming, engaged in the business of acquiring and selling oil leases. 
This offer had not been solicited by the defendants. Apparently they 
refused it. 

On March 15, 1953 Wampler again wrote Butterfield offering him 
$2,000 less $2.10, the cost of the revenue stamps, for such interest. 
Accompanying this offer were mineral deeds to be executed by the 
defendants, a draft in payment of the amount offered, and instructions 
for execution and delivery of the deeds. The letter stated that the 
draft was to be deposited for collection. Defendants accepted this offer 
and executed the deeds which they mailed to Culver. That Company 
on March 26, 1953, transferred all of its rights in and to the North Half 
of said Section 17 to Boquilas Company. 

The draft was in words and figures as follows: 

“Collect Directly Through Bank of America NT&SA No. 99 
February 26, 1953 

Subject to Approval of Title 

Pay to the 

Order of Vernon H. Butterfield & Laura E. Butterfield 

$1,997.90 
. .. One Thousand Nine Hundred Ninety Seven & 90/100 Dollars 
Consideration for an undivided 50% mineral interest under N14 
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of Sec. 17, T. 9 N., R. 42 E., MM., Rosebud Co., Montana, con- 
taining 
329.00 acres 
Payable through 
San Francisco The Culver Company 
Main Office By A. M. Culver 
Bank of America 
NT&SA 
Present at Room 950, 
300 Montgomery Street, 
San Francisco 4, California. 
In the left margin appears the following: ‘The Culver Company 
Casper National Bank Bldg., Casper, Wyoming.” 


The Butterfields on March 19, 1953 signed their names on the back 
of said draft and presented it to their bank in Huron. That institution 
credited their account in the amount thereof and forwarded it to a bank 
in Chicago, which in turn forwarded it to the Federal Reserve Bank 
of San Francisco. This bank cleared the item to the plaintiff bank’s 
central clearing office. On March 28, 1953, plaintiff paid to the Federal 
Reserve Bank the amount of the draft and then sent it to the drawer for 
collection. Culver Company refused to pay it because Butterfield’s title 
to the oil and gas rights had not been approved. 

When plaintiff learned that the item had been dishonored it was 
then too late to make reclamation on the Federal Reserve Bank. The 
operation’s officer of plaintiffs main San Francisco office admitted that 
it should have handled the draft as a collection rather than as a cash 
item because it was drawn subject to approval of title. It subsequently 
sent the draft to defendants’ bank in Huron for collection from the 
defendants but this effort was fruitless. Thereafter, this action was 
instituted on April 28, 1954. The matter was tried to the court without 
a jury. Plaintiff bank appeals from the judgment entered therein for 
the defendants. 

All of said section 17 had been sold to Butterfield by the Northern 
Pacific Railroad on or about March 30, 1916. The deed from the Rail- 
road contained a reservation of all minerals excepting such amount of 
coal as the grantee or his successors needed for domestic use. By deed 
dated April 10, 1917, Butterfield conveyed the N% of said section 
incorporating therein a reservation of minerals similar to that in the deed 
by which he got the property. He had nothing further to do with this 
land thereafter until 1952 when an agent of Shell Oil Company offered to, 
and did, lease his oil and gas rights. This lease it held for about a year. 

The party to whom Butterfield sold the land in 1917 held it about 7 
months and then conveyed it by deed containing the original mineral 
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reservation. Shortly after this conveyance a blanket deed covering the 
land described in the draft and numerous other premises was recorded 
conveying the minerals, originally reserved by the Railroad Company, 
from it to the separate owners of the land therein described as original 
grantees or as their successors in interest. 

The complaint in this action seeks recovery on the theory that the 
defendants are liable as indorsers of the draft. This view is bottomed 
on SDC 46.0507. That section provides as follows: 


“Every indorser who indorses without qualification, warrants 
to all subsequent holders in due course: 

“(1) The matters and things mentioned in subdivisions one, 
two and three of section 46.0506; and 

“(2) That the instrument is at the time of his indorsement 
valid and subsisting. 

“And, in addition, he engages that on due presentment, it 
shall be accepted or paid, or both, as the case may be, according 
to its tenor, and that if it be dishonored, and the necessary 
proceedings on dishonor be duly taken, he will pay the amount 
thereof to the holder, or to any subsequent indorser who may be 
compelled to pay it.” 


This is the same as Sec. 66, Uniform Negotiable Instruments Law. But 
the indorser’s liability created by that section, by the terms thereof, is 
to those who are holders in due course. 5 Uniform Laws Anno. Part. 2, 
Negotiable Instruments, p. 315. Whether plaintiff bank is a holder in 
due course of the draft here involved is the crucial inquiry on this theory 
of liability. 

SDC 46.0402 enumerates what is required to constitute one a holder 
in due course. The basic requirement is that he be the holder of an 
instrument. According to SDC 46.0102 the term instrument as used in 
our negotiable instruments law is limited to mean a negotiable instru- 
ment. In other words, a holder may not attain the status of a holder 
in due course unless the instrument involved is one that is negotiable. 
Barnes v. Rowles, 84 Mont. 893, 276 P. 15, 79 A.L.R. 717; 10 C.J.S. Bills 
and Notes § 12 and § 301; 8 Am.Jur., Bills & Notes, § 337. 

In addition to other requirements, an instrument to be negotiable 
“Must contain an unconditional promise or order to pay a sum certain 
in money; ...". SDC 46.0106(2). The promise or order to pay money 
contained in the draft in question is clearly not unconditional. The 
payment therein ordered is subject to approval of title. Consequently 
it is not a negotiable instrument. Coleman v. Valetin, 39 S.D. 323, 164 
N.W. 67. Accordingly the defendants by writing their names on the 
bank of this draft did not assume the liability imposed by SDC 46.0507. 
Hayter v. Dinsmore, 125 Kan. 749, 265 P. 1112; Barnes v. Rowles, supra; 
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Beutel’s Brannon Negotiable Instruments Law, 7th Ed., 956. Had this 
draft been negotiable the payment thereof by the drawee would have 
discharged it and no action could be maintained thereon. It would 
then be only evidence of a past transaction. SDC 46.0801(1); Johnson 
v. First State Bank, 144 Minn. 363, 175 N.W. 612, 9 A.L.R. 960. 

That different incidents flow from the indorsement of a nonnegotiable 
instrument than grow out of the indorsement of one that is negotiable 
is made clear by SDC 83.0404 and SDC Supp. 51.0803. The latter section 
so far as material in this connection is as follows: 


“A nonnegotiable written contract for the payment of money 
or personal property may be transferred by indorsement in like 
manner with negotiable instruments. Such indorsement shall 
transfer all the rights of the assignor under the instrument to the 
assignee subject to all equities and defenses existing in favor of 
the maker at the time of the indorsement, or arising in his favor 
before notice of the assignment or indorsement.” 


The word indorsement is not in strictness applicable to such a trans- 
action. Rather it is a technical word that has its origin in and is con- 
fined to the theory of negotiability. Bryant v. McGowan, 151 Pa.Super. 
529, 30 A.2d 667. However, it is commonly used when one writes his 
name on the back of a nonnegotiable instrument. Such an indorser is 
no more than an assignor. 

Our next inquiry is to consider whether the defendants may here be 
held liable as assignors of a nonnegotiable instrument. The law as to 
liability of such assignors on implied warranties is in hopeless confusion. 
Annotation 79 A.L.R. 717; 837 Yale Law Journal 102; 5 Iowa Law Bulletin 
65; 98 U. of Pa.L.Rev. 218; 4 Williston, Contracts, Rev.Ed., § 1162A; 
Joyce, Defenses to Commercial Paper, 2d Ed., Vol. 1, p. 78; 8 Am.Jur., 
Bills & Notes, § 556; 10 C.J.S. Bills and Notes § 30. However, a venture 
into that confusion is not necessary to a decision of this case. 

At common law this liability of the assignor—whatever it is—was only 
to his immediate assignee. Young v. Garred, 90 W.Va. 767, 112 S.E. 181, 
23 A.L.R. 1317. In this state we have no statute changing this common 
law rule. The defendants here assigned the draft to their bank in Huron. 
That institution is their immediate assignee. The plaintiff bank is a 
remote or sub-assignee. Restatement, Contracts, § 175(4) states the 
rule thus: 


“An assignee’s rights under his assignor’s warranties are not 
assigned to a sub-assignee by the mere assignment of the right 
against the obligor, to which the warranties relate, but the rights 
under such warranties may be expressly assigned.” 
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No claim is made by the plaintiff that such rights were expressly 
assigned. Se also 6 C.J.S. Assignments § 119; 4 Am.Jur., § 101. Under 
these circumstances the Butterfields, as assignors of a non-negotiable 
instrument, are not liable to the plaintiff. 

The trial court construed the complaint to also state a cause of 
action on the theory of money paid under a mistake. In its brief in 
this court the plaintiff bank states expressly that such cause of action 
was not pleaded and that the case was not tried on that theory by 
consent of the parties either express or implied. Consequently that 
theory is not before us. Daugherty v. McFarland, 40 S.D. 1, 166 N.W. 
148. Plaintiff also complains of the action of the trial court in ruling 
on objections to evidence. We have examined these and are satisfied 
that if the court erred no prejudice resulted therefrom. The other 
propositions of law urged by the plaintiff are manifestly not pertinent 
to the issues presented in this action. 

Affirmed. 

ROBERTS, SMITH and BOGUE, JJ., concur. 

HANSON, J., not sitting. 


WORDS OF ART 


In a graphic description of an important banking operation, 
a Georgia trial court, as quoted by the Court of Appeals of the 
State, points out that “The court will judicially know the univer- 
sal practice employed to clear a check deposited with one 
bank, drawn on another, for the purpose of collection and 
ultimate credit. Each bank takes a whack at it with a rubber 
stamp, sending it on down the line to the bank on which it is 
drawn. If paid, it is charged to the drawer’s account and 
banks making endorsement hear of it no more. It is delivered 
to the drawer to justify debiting his account. If not paid, it goes 
back through the same channel—all endorsements canceled—to 
the bank first receiving it to be flashed in the face of the dis- 
appointed depositor, either by a dent in his account or a demand 
for reimbursement.” See Watson v. South Side Atlanta Bank, 
Court of Appeals of Georgia, 102 S.E.2d 515. 











FEDERAL BANKING LAWS 


By F. GLOYD AWALT of the Washington, D. C. Bar 


Notes from Washington pertaining to federal banking legislation 
and the regulation of banks by supervisory agencies. 





Legislation 


The Senate Banking and Currency Committee, after con- 
sidering 22 bills or resolutions, has reported an omnibus housing 
bill, to be known as The Housing Act of 1958. The major pro- 
posals are (1) a substantial new authorization for FHA mort- 
gage insurance programs; (2) the creation of a new mortgage 
insurance program for elderly persons’ housing; (3) liberaliza- 
tion of equity requirements and cost limits for certain FHA 
rental housing programs; (4) a long-range extension of the 
urban renewal program, with additional capital grant authoriza- 
tion; (5) a revision of the public housing program, and (6) an 
extension and revision of the college housing program. 

Title I extends the property improvement program one year 
until September 30, 1960, makes certain technical amendments, 
and increases the maximum mortgage amount which may be 
insured by FHA on sales housing to $22,500 on one-family 
homes, to $25,000 on two-family homes, and to $30,000 on three- 
family homes. The $35,000 limit applying to four-family resid- 
ences remains the same. 

Sec. 203(b) (8) of the National Housing Act is amended to 
increase the nonowner-occupant maximum mortgage to the 
maximum permitted the owner-occupant. 

The maximum amount of Sec. 207 mortgages per room and 
per unit on the garden-type, elevator-type and high cost area 
loans is increased. The mortgage limits for trailer courts or 
parks are increased to $1,500 per space, and to $500,000 per 
mortgage. 

Amendments are made with respect to cooperative housing: 
(1) to increase the maximum mortgage ratio to 97% of replace- 
ment cost; (2) to increase the present dollar limitations on the 
maximum mortgage amount to the same amounts allowed by 
Sec. 207; and (3) to permit the inclusion of community facilities 
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in mortgages on property held by sales-type and investor-spon- 
sored cooperatives. 

Mortgage ceilings for Alaska, Guam and Hawaii would be 
increased 50% when authorized by the Commissioner. 

The general mortgage insurance authorization which covers 
all FHA programs (except property repair and home improve- 
ment programs) under Title I of the National Housing Act, and 
the armed services rental housing program under Title VIII 
of that Act, are increased. This section would make available 
an authorization of $4 billion of new FHA insurance for 1959, 
1960, 1961 and 1962. 

The maximum insurable loan amounts for rental housing 
under Sec. 220 are increased. In the case of new multi-family 
rental housing in urban renewal areas under Sec. 220, the re- 
developer may obtain an insured mortgage loan not exceeding 
his actual out-of-pocket costs, and the formula would apply 
to the redeveloper who is the builder, as well as to the re- 
developer who is not the builder. It provides for the exclusion 
of certain land improvements, as defined by the FHA Com- 
missioner, from the statutory dollar amount limitations per room 
and per unit presently provided in the Act, but this would 
apply only to multi-family housing projects under Sec. 220. 

Sec. 221 of the National Housing Act now provides for hous- 
ing for families located in a community with a federally ap- 
proved “workable program” for community improvements, who 
are displaced. The bill extends the benefits to those families 
living in a community which does not have a “workable pro- 
gram, provided displacement takes place “in the environs of 
a community” which has such a program, without defining “en- 
virons.” Loans are likewise treated. 

The mortgage ceilings in the urban renewal program would 
be increased to $10,000 in normal cost areas, and to $12,000 in 
high cost areas, for single-family housing insured under Sec. 
221. The insurance programs of Sec. 221 are extended to 2, 3 
and 4 family dwellings, with the maximum ceilings previously 
set forth. Sec. 221 insurance is made available to private build- 
ers for the production of rental housing for displaced families. 

Title II of the bill would increase the dollar limit on the 
maximum amount of loan for housing for the elderly to $9,000 
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per unit for garden-type and to $9,400 per unit for elevator- 
type structures, with a permissive increase of $1,250 per room 
for high cost areas. Loans would be insured up to 100% of 
replacement cost for non-profit corporations and up to 100% of 
replacement cost, less any allowance for builder’s and sponsor's 
profit and risk, for other than non-profit corporations. 50% of 
the units in a project must be specifically designated for elderly 
persons and they must be given a preference or priority of op- 
portunity to rent any unit in the project. 

A new system of FHA mortgage insurance, designed to 
finance construction of nursing homes, is provided, with limita- 
tions such as an approved mortgagor and with restrictions as 
to charges, methods of operation, capital structure, rate of return 
and principal amount. The Commissioner shall consult with 
and secure the advice and recommendations of the Public Health 
Service of the Department of Health, Education, and Welfare 
in carrying out the provisions of this section. 

Title III deals with urban renewal. The present $1,250 mil- 
lion capital grant authorization is increased to $350 million a 
year for each of the next six years, beginning July 1, 1958, and 
could be, upon a determination by the Administrator, with the 
approval of the President, increased by a further $150 million 
in any one year, but the total additional authorization may not 
exceed $2.1 billion for the six year period July 1, 1949 to July 
1, 1964. 

The new bill would add a new purpose for the use of capital 
grants, namely for the preparation or completion of community 
renewal programs. The maximum payment authorized is $100 
for individuals or families and $2,500 for displaced business 
concerns. Business concerns which are displaced would be 
given priority to relocate in the project area, provided such 
relocation be practical and desirable. 

The bill would change the non-residential exemption for 
urban renewal projects assisted by the federal government from 
10% to 15% of the capital grant. 

Provision is made for noncash grants-in-aid, credit for local 
interest payments, and a uniform date for interest rate deter- 
mination, together with a credit for local public improvements. 

The scope of the urban planning grant program would be 
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extended to include any group of adjacent communities, having a 
total population of less than 25,000, and having common or 
related urban planning problems. 

Title IV deals with low-rent housing. Local public agencies 
would be permitted to set rents and income limits for projects in 
accordance with local needs, subject to a statutory ceiling. For 
families needing a dwelling, provision is also made for the 
determination of an income ceiling by certain formulas. 

Title V deals with college housing. The college housing loan 
fund authorization is increased from $925 million to $1,325 
million. $50 million is reserved for “other educational facili- 
ties,” as presently defined, and $50 million for houses for student 
nurses and interns. 

Title VI extends Title VIII armed services housing mortgage 
insurance program (Capehart housing) to June 30, 1960. The 
maximum maturity of Sec. 803 loans is increased to 30 years. A 
new section would authorize the Commissioner to insure loans 
on single family housing at or near military installations, if the 
Secretary of Defense certifies to certain facts. The Commis- 
sioner may require the Secretary to guarantee against loss and 
the requirement that such housing be economically sound is 
waived. The property must be held for rental purposes for a 
period of not less than 5 years, or until the Secretary releases the 
project or dwellings from such condition. The bill would permit 
the Secretary to acquire Sec. 207 rental housing projects (FHA 
insured ), if completed prior to July 1, 1952, and if certified as 
necessary for military housing purposes. Acquisition of Sec. 
207 projects is made mandatory, if Capehart housing is built 
in the area of the Sec. 207 projects. 

The bill provides that in those cases where an agreement can- 
not be reached between the Defense Department and a Wherry 
owner as to the valuation under the statutory formula and where 
condemnation proceedings are instituted, final decision must be 
expedited by providing for the appointment of a disinterested 
commission to ascertain such compensation, giving full con- 
sideration to replacement costs, including necessary fees and 
allowances recognized and allowed by FHA. 

Title VII increases the limit on the amount of a loan which 
may be purchased by FNMA under its secondary market opera- 
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tions to $20,000 for each dwelling unit covered by the mortgage. 
The requirement that FNMA purchase mortgages at par under 
its special assistance program is extended for one year until 
August 7, 1959. The special assistance funds established for 
the purpose of cooperative housing loans is increased to $250 
million. 

The farm housing research program is extended for a period 
of 3 years until June 30, 1962 and an annual appropriation of 
$100,000 is authorized; provision is made for a survey of public 
works planning by the Administrator of HHFA by the use of 
$50,000; the existing class of supervised lenders is extended to 
include a new category; new amendments are made with respect 
to disqualification of lenders’ or builders’ disposal of housing 
projects; and an additional $150 million is provided for the VA 
home loan program. 


Representative Multer has introduced a bill (H. R. 13099), 
which would require public hearings with respect to the es- 
tablishment of new national banks, the admission to Federal De- 
posit Insurance of a state nonmember bank, the admission of a 
state bank into membership in the Federal Reserve System, or 
the establishment of a branch office by any insured bank, upon 
the request of an interested party. 


PAYMENT BY BANK CANNOT BE RESCINDED 


Where the holder of a check presents it to the bank at which 
it is payable, receives the money, and surrenders the paper, 
the transaction is completed and cannot be rescinded except 
for fraud or mutual mistake. Manufacturers Trust Company 
v. Diamond, Supreme Court of New York Appellate Term, 169 
N.Y.S.2d 941. 
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COMMERCIAL CREDIT 
LAW LETTER 


By THOR W. KOLLE, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional sales, 
chattel mortgages and other secured transactions. 





As readers of this Journal are well aware there are 
numerous cases handed down each year that establish the 
periods within which commercial documents of one sort 
or another must be put on the public records in order to 
prevent the existence of secret liens. Generally speak- 
ing the cases indicate that documents evidencing secured 
credit transactions must be filed within a reasonable time 
and this, when not specified in the statutes, usually 
depends upon the circumstances in each transaction. 
Three very clear cut cases have been decided on this sub- 
ject lately, each of which involved bankruptcies. A 
fourth case reveals that sometimes even promptness in re- 
cording isn't always the answer. 


CHATTEL MORTGAGES—FILING IN SEVEN DAYS 

The United States District Court in one bankruptcy 
case ruled very simply that an order of the trustee in 
bankruptcy indicating that certain chattel mortgages were 
void because they had not been filed within a reasonable 
time should be reversed because as a matter of law seven 
days is a reasonable period within which to file chattel 
mortgages. In the Matter of Varratos, United States 
District Court, Southern District of New York, December 
12, 1957. 


CHATTEL MORTGAGES—FILING IN SIX AND FIFTEEN MONTHS 

In another federal district court, this time in Mis- 
souri, a Similar situation occurred. Here chattel mort- 
gages executed on August 15, 1955 and on June 1, 1956 were 
not filed until November 15, 1956. Between the time of 
execution and filing the mortgagor had incurred other 
debts. The court pointed out—as mentioned above—that what 
is a reasonable time must be determined from the facts of 
each case. Clearly in this case the passing of fifteen 
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months and six months was unreasonable and because the 
chattel mortgages were void as to the mortgagor's inter- 
vening creditors, they were voidastothe trustee. In the 


Matter of Alton Milk Company, United States District 
Court, Western District of Missouri, December 13, 1957. 


CHATTEL MORTGAGES—JUDGMENT CREDITOR 

And in the third case, decided by a federal district 
court in Mississippi originally and then appealed to a 
circuit court of appeals, the appellate court dealt with 
the priorities between a judgment lien and a mortgage lien. 
Amortgage was executed on July 1, 1955 but was not recorded 
until June 1, 1954. Between these two dates, a judgment 
was obtained against the mortgagor and was enrolled on 
September 8, 1953 although there was no execution or levy 
under the judgment before the mortgagor's bankruptcy in 
1955. The court ruled that even though the mortgage had 
been executed first, the judgment was a prior lien since 
it was enrolled before the mortgage was recorded. Brook- 


haven Bank & Trust Company v. Gwin, United States Court 
of Appeals, Fifth Circuit, March 4, 1958. 


SECOND MORTGAGES—PRIORITY OVER UNRECORDED FIRST MORTGAGE 

One final recording case deserves attention this 
month not so much from the point of view of when a mortgage 
should have been recorded but rather from the point of 
view of how a court must establish priorities in a situa- 
tion when the equities of the parties appear to be about 
equal. To say the least this was an unusual case. A first 
mortgage was executed on January 5th between 9 A.M. and 
1 P.M. and was duly recorded on January 7th at 9317 A.M. A 
second mortgage on the same property was executed on Janu- 
ary 5th after 3 P.M. and was also duly recorded on January 
7th at 10 A.M.—that is, the second mortgage was executed 
a few hours after the first mortgage and was recorded only 
43 minutes later than the first mortgage. Under these 
circumstances the court was asked to determine which mort- 
gage constituted the prior lien. 

The court ruled that the second mortgage had prior- 
ity. Under the state's recording statute an instrument 
is invalid against a subsequent instrument acquired in 
good faith before the first instrument is recorded. There- 
fore, since the first mortgage was not on the public records 
at the time the second was executed (even though putting 
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it on the records before the second mortgage was executed 
could not have reasonably been expected because the second 
mortgage was Signed only a few hours after the first) the 
second mortgage constituted the prior lien. The South 
Carolina National Bank v. Guest, South Carolina Sup- 
reme Court, February 24, 1958. 


UNIFORM COMMERCIAL CODE—KENTUCKY 

For readers who may have missed the newspaper report 
of the recent legislative action in Kentucky, it should 
be noted that on March 28, 1958 the Governor of that state 
signed into law the Uniform Commercial Code. It will be- 
come effective July 1, 1960. This makes the third state 
to adopt the Code; it became effective in Pennsylvania 
on July 1, 1954 and will become effective in Massachusetts 
on October 1, 1958. 


BANKING FACILITIES ON AIR FORCE BASE DO NOT 
CONSTITUTE BRANCH BANK 


In a criminal suit where a defendant was indicted for 
robbing a bank it was contended that the crime had not been 
committed because the facilities established by a national bank 
on an Air Force base were not banking facilities since branch 
banking was prohibited by Texas statute. The court ruled that 
the state statute did not apply because the operation “is not, 
and does not purport to be, a branch bank.... It is an arm and 
agency of the Federal Government . . . established by the. . . 
bank under its designation as financial agent of the Government. 
United States v. Papworth, United States District Court, Texas, 
156 F.Supp. 842. 











BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


ALABAMA: A motion by State Attorney General John Patterson 
seeking to increase from $10,000 to $300,000 the bond imposed on 20 
Anniston small loan companies was denied by the Alabama Supreme 
Court. 

At the state attorney general's request, the State Court of Appeals 
had earlier issued a temporary injunction to halt the defendant com- 
panies from charging more than 8 per cent interest, the legal maximum 
in Alabama. On appeal to the State Supreme Court the injunction was 
dissolved but the loan firms were ordered to post $10,000 bond between 
them to pay any damages that might arise out of a suit charging the 
concerns with charging unlawful interest on loans. 

Patterson contended that the $10,000 wasn’t enough bond to protect 
interests of the borrowers. He asked that the bond be increased to 
$15,000 for each of the loan companies, making a total of $300,000. The 
court rejected his motion without a hearing on it. 

The attorney general had first tried to get an injunction in Calhoun 
Circuit Court, but Judge Leslie Longshore declined to consider the 
injunction petition. Instead, he overruled demurrers raised against the 
bill of complaint by attorneys for the loan firms. This gave the defense 
an opportunity to appeal. 

A hearing was scheduled for May 26 by the State Supreme Court 
for review of the injunction proceedings in the Court of Appeals. 


CALIFORNIA: Consumer debt advisory councils composed of credit 
representatives, public officials and consumer group representatives 
would be formed by California cities and counties under a proposal made 
by Assemblyman Jessee M. Unruh, Los Angeles County Democrat. 

In sponsoring California legislative resolutions calling for such 
action and for an interim legislative study of the problems of temporary 
debt adjustment, Unruh said he would offer the facilities of the Califor- 
nia Assembly finance and insurance committee, which he heads, to aid 
local communities in setting up debt advisory councils to help responsible 
but distressed debtors ride out the recession. 

Under the plan, patterned after one already in effect in Flint, Mich., 
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these councils would act as mediators to stail off foreclosures and re- 
possessions when the debtor has a good credit rating but cannot meet his 
obligations because he has been laid off. 

“Many persons who have a fine record of meeting their installment 
payments are today caught in the squeeze of a depression economy,” 
Unruh said. “These upstanding citizens who have proudly made their 
contributions to our economy for years are going to have their credit 
ruined and their community standing irreparably harmed through no 
fault of their own, unless some help is given them. In addition, it may 
very well do great harm to our entire credit structure.” 

Debt advisory councils would work in this manner, Unruh said: A 
debtor who had been laid off and who had a good credit rating but was 
unable to meet his payments would apply to the council for a credit 
adjustment form. He then would make the round of his debtors and 
attempt to voluntarily make adjustments to avoid foreclosures or re- 
possessions. 

In case he could not satisfactorily resolve his problems, he then would 
return to the advisory council and obtain its help in an effort to mediate 
differences with creditors. 


ILLINOIS: State Attorney General Latham Castle ruled that Illinois 
law prohibits commercial insurance companies from insuring accounts 
of savings and loans associations in the state. 

The opinion was directed to Elbert S. Smith, state auditor of public 
accounts, who forwarded it to Illinois savings and loan associations and 
asked that they furnish him with copies of letters or circulars of solicita- 
tion received from either of the two companies most active in the field. 

No Illinois savings and loan association is presently operating with 
commercially insured accounts. All federally-chartered associations are 
insured up to $10,000 an account by the Federal Savings and Loan 
Insurance Corp. 

Although a majority of Illinois state chartered associations also have 
FSLIC coverage, some do not because they fail to meet FSLIC require- 
ments in size or in other respects. Also, some do not because they 
object in principle to government insurance. 

A California lawsuit focused attention on the controversial issue of 
commercial insurance of accounts in financial institutions. The Inter- 
national Guaranty and Insurance Co. was accused by the California state 
insurance commissioner of doing business in that state without a license. 
No formal charges were filed pending study of the company records. 

In Illinois, the state auditor wrote to the state attorney general 
requesting an opinion on the legality of the insurance of accounts of 
associations in Illinois by private insurance companies. He said such 
business had been solicited by International Guaranty, which is in- 
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corporated in Tangier, and American Savings and Loan Indemnity Co. 
of the Republic of Panama. 

In his ruling, Castle said that Illinois savings and loan associations 
are empowered by law to obtain insurance “by an insurance corporation 
as defined in this act,” as follows: 

“(j) ‘Insurance corporation’: The Federal Savings and Loan Insur- 
ance Corp., or other such instrumentality of, or corporation chartered by, 
the United States as hereafter may be established for the purpose of 
insuring the withdrawable capital of savings and loan associations.” 

After quoting that definition, Castle further advised Smith that “. . . 
it is my opinion that a savings and loan association is not authorized 
to enter into a contract for insurance of its shares with any insurance 
company, specifically including the companies mentioned by you. 

“I am further of the opinion that you are not authorized to approve 
the expenditure of funds of any uninsured association for such ‘private’ or 
‘commercial’ insurance of shares in either of the companies mentioned 
by you.” 


KANSAS: Enactment by a special session of the Kansas legislature 
of a state sales finance act to regulate installment selling and financing 
of automobiles, appliances and other items was proposed by the Kansas 
Installment Sales Council, a new group formed recently by automobile, 
implement and appliance dealers. 

The proposed legislation defines specifically what each installment 
contract would have to include. These are the cash sale price, amount 
of the buyer’s down payment, the difference to be paid in installments, 
the amount of separate charges for such things as insurance and the 
extent of its coverage, the amount of official fees, the principal balance, 
the finance charge, and the total amount of the time balance and each 
installment. 

If insurance is included under the bill, details concerning it must 
be shown in the contract and no life insurance may exceed the amount 
of the unpaid balance. 

The measure would set limitations for finance charges. For motor 
vehicles these are $7 per $100 per year for new cars, $10 per $100 per 
year for unused cars not more than two years old, and $13 per $100 per 
year for older cars. 

On appliances and other items, under the bill, the base charge would 
be $8 per $100 per year plus a 50-cents-a-month service charge for the 
first $50 and an additional 25 cents a month for the next five $50 units. 
The top limit for this type of financing would be $2,000. A minimum of 
$15 finance charge would be set. 

The proposed act would be administered by the state consumer loan 
commissioner, who now administers the small loan act. An annual 
license fee of $125 for finance companies would be set. For the original 





THE BANKING LAW JOURNAL 631 


application an additional $50 would be charged to pay for an investiga- 
tion of the applying finance company. 

Efforts to obtain enactment of the new legislation grew out of a suit 
brought by State Attorney General John Anderson against Commercial 
Credit Corp., which finances installment sales. This firm recently posted 
a $300,000 bond with the Kansas Supreme Court so it could continue 
collecting on outstanding contracts and on new business in the state. 
if the court subsequently finds that illegal interest has been charged, the 
bond insures repayment. 


MAINE: A willingness of small loan firms to make any reports the 
state banking commissioner might require was expressed by Richard J. 
Dubord, attorney for the Maine Consumer Finance Association, at a 
hearing conducted by a subcommittee of the Maine Legislative Research 
Committee. 

State Senate President Robert N. Haskell, Bangor Republican, de- 
clared that if such firms would disclose the return on their capital 
investment, the public would know whether their interest rates are 
exhorbitant. 

Agreeing with this view, Dubord said such a report would show the 
rates are reasonable. He added that a bill to lower maximum interest 
rates, defeated by the 1957 state legislature, would have put the lending 
agencies out of business. 

Small loan interest rates in Maine now range from 1) to 3 per cent 
a month on unpaid balances. 

Dubord asserted that the $18 million the companies have in circula- 
tion represents a real contribution to the economy of the state. 

Rep. John L. Jack, Topsham Republican, cited examples of what he 
called exhorbitant charges and contended that television advertising by 
small loan firms encourages needless borrowing. This charge was denied 
by a spokesman for one of the firms. 


NEW JERSEY: Despite warnings by opponents that the measure 
would impede installment credit transactions, the New Jersey Assembly 
passed and sent to the State Senate a bill which, according to its sponsor, 
is designed to protect the public against “fly-by-night” businessmen in 
retail and home repair contracting businesses. 

Introduced by Assemblyman David I. Stepacoff, Middlesex County 
Democrat, the bill would transfer to purchasers of notes for merchandise 
or home repair work the liability for defective goods or services which 
applies against the original holder of the note—the retailer or contractor. 

Under present New Jersey law, the purchaser of the merchandise or 
repairs can refuse to pay the debt to the original lender if the purchase 
is defective. But if the lender discounts the note signed by the pur- 
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chaser with a bank or other financial agency, the purchaser must pay 
even if he received defective goods or services. 

Opposition to the bill was led by Assemblymen Allan Kraut, Hudson 
County Democrat, and Robert E. Kay, Cape May Republican, who 
contended it would hurt installment credit buying in a time of recession 
and thus deepen the economic slump. 


NEW YORK: Governor Harriman signed into New York law meas- 
ures placing limits on charges for insurance sold in connection with 
installment sales of automobiles. 

Also signed by the governor was legislation limiting certain charges 
in so-called revolving credit plans offered by some retail establishments. 

Other bills signed by Harriman included a measure providing a 
pioneering change in the procedure governing withdrawals of savings 
from savings and loan associations. 

Heretofore, a savings and loan association could limit withdrawals 
to $1,000, with the holder required to take his place at the end of the 
line to make a new application if he wanted more. 

Under the new law, which is expected to be pushed as a model in 
other states, New York State savings and loan associations must pay all 
requests for withdrawals in full within 60 days of application. This is 
the same requirement as that applying to mutual savings banks. 

Since a measure of liquidity is required to be able to pay withdrawals 
in full within 60 days, state-chartered associations hereafter will be 
limited in their holdings of conventional mortgages to 85 per cent of 
their share capital (savings accounts), reserves, surplus and undivided 
profits. Conventional mortgages are mortgages other than those guaran- 
teed or insured by the federal government. 

Mutual savings banks are limited in their conventional mortgage 
holdings to 65 per cent of total assets. 


NORTH DAKOTA: Enactment of a North Dakota small loan regu- 
latory law was advocated by State Attorney General Leslie R. Burgum 
at a hearing conducted by the credit practices subcommittee of the State 
Legislative Research Committee. 

A proposed small loans code was unsuccessfully introduced in the 
1957 session of the North Dakota legislature, but is expected to be 
revived as a major issue next year. 

Burgum told the study subcommittee, headed by Rep. R. Fay Brown 
of Bismarck, he had found considerable difficulty in enforcement under 
present North Dakota law, which he described as cumbersome. 

He said the only means of proceeding under the present law, limiting 
interest to 7 per cent, is to seek injunctions or ask invocation of criminal 
or civil penalties for violation. 

Burgum said he is aware that there is lending above the 7 per cent 
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limit; that apparently it will continue because there are persons who 
must seek such loans; and that if the practice is to exist, it may as well 
be recognized and regulated with legislation. 

Besides considering proposed small loan legislation for submission 
to the 1959 legislature, the subcommittee also heard opinions on the 
desirability of amending the state’s present installment loan regulatory 
act and the advisability of proposing an act to control practices in 
revolving charge accounts. 


RHODE ISLAND: A bill to license and regulate installment selling 
and financing of motor vehicles was passed by the Rhode Island House 
of Representatives and sent to the State Senate. 

Designed to protect car purchasers from fraud and usurious interest 
rates, the measure would place all automobile finance agencies under 
the control of the state bank commissioner. 

Amendments made to the bill by the House finance committee in- 
cluded a new schedule of maximum finance charges for new and used 
cars. The rates, as approved by the House, would be $7 per $100 per 
year on the unpaid balance of the cash price for new cars; 9 per $100 
per year on used cars not more than two years old, and $12 per $100 
per year on cars older than two years. 

The rates would also apply to the cost of any insurance premiums 
contract for in the retail installment contract. 

Automobile finance agencies, except banks and credit unions, would 
be licensed at a fee of $100 a year. Credit unions were exempted through 
a committee amendment to the bill. 

Sponsored by Rep. George C. Berk, Providence Democrat, the bill 
would authorize the state bank commissioner to suspend licenses for 
cause; permit a retail buyer to file complaints with the commissioner, 
and give the commissioner broad investigatory powers. 


TENNESSEE: Opposition was expressed at a Tennessee State 
Legislative Council subcommittee meeting to a proposal that would 
make usurious contracting itself a criminal offense and would render any 
contract “tainted with usury” void and uncollectable. 

The council’s small lending agencies subcommittee heard several 
persons warn that such a provision, as recommended by District Attorney 
Phil Canale of Memphis, would be injurious to legitimate lending agen- 
cies now operating under the state’s industrial loan and thrift act. 

D. W. Maddox, past president of the Tennessee Association of Finance 
Companies, declared such a statute might drive legitimate firms out of 
business if, say, the State Supreme Court were to declare the industrial 
loan and thrift act unconstitutional. 

In such an event, he said, legitimate lenders would be unable to 
collect either principal or interest and would lose their entire invest- 
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ments in addition to being liable to fine and imprisonment. This is 
because firms licensed under the act are exempted from the 6 per cent 
interest provision of state law and receive a gross return on their loans 
of as much as 18 or 19 per cent, including fees and charges. 

W. A. McCaskill of Memphis, vice president and general manager 
of Continental Investment and president of the Tennessee Consumer 
Finance Association, said Canale’s proposal would place the entire loan 
business in the state “at the mercy of a court’s interpretation of what a 
contract is.” 

Maddox pointed out that under present Tennessee law, if the act 
were declared unconstitutional the firms licensed under it would be 
permitted to collect the principal and would lose only the interest on 
loans. The firms are willing to take this risk, he explained, but would 
not want to assume the risks involved under Canale’s recommendation. 

Others declared that Canale’s problem was with a small group of 
brokers dealing in such things as house repair loans. They contended 
he should help draft legislation dealing with specific problems rather 
than with the entire loan business. 

John Hooker, Sr., attorney for the Tennessee Consumer Finance 
Association, said the present industrial loan and thrift act and the state’s 
small loan act contain adequate provisions for punishing violators, in- 
cluding the revocation of their licenses and prosecution in court. 

Although unable to attend the subcommittee meeting, Canale sent 
a statement in which he made the additional recommendation that every 
lender be required to submit to the borrower a “breakdown of the 
charge in the procurement of a loan.” He also asked that the state 
legislature define maximum amounts which can be charged by every 
type of lender and place all lenders under control of the State Depart- 
ment of Insurance and Banking. He said any legislation regarding 
lending should be drafted by the state attorney general. 


TEXAS: Claims that new credit insurance rates and regulations 
ordered by the Texas State Board of Insurance would virtually put them 
out of business were made by insurance and loan company officials in 
testifying before District Judge Charles Betts in Austin in a suit by 
Cosmos Life Insurance Co, seeking an injunction against enforcement 
of the board’s order. 

The new regulations, including a 40 per cent maximum on credit 
insurance commissions, had been approved by the board to go into 
effect May 1. 

V. A. Powell, secretary of the Amarillo Insurance Co., said “Under 
this board order we cannot make a profit and our agents will not handle 
the insurance. Our business will be cut to 20 per cent of what it is 
now with the new rates.” 

Eugene P. Fritts of Dallas, president of the Amicable Finance Corp., 
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said there were about 700 loan companies in Texas, lending money from 
$10 to $100. These firms, he contended, “absolutely cannot” handle 
such loans under the new rates. 

“They don’t know where they are going or what they will do.” Fritts 
said. “As far as this type of loan is concerned, it absolutely will destroy 
the credit insurance business.” 


VERMONT: Substantial expansion was shown by the small loan 
business in Vermont as a result of the 1957 state legislature’s enactment 
of a measure raising the small loan ceiling from $300 to $600. 

A report by the State Department of Banking and Insurance showed 
that more than half the money loaned last year by 24 small loan firms 
was in the range from $300 to $600. 

The department disclosed that 31,070 loans were made during the 
year by small loan companies. Outstanding loans at the end of the 
year totaled $5,557,381, compared to $3,920,995 on Dec. 31, 1956. 

About one third of the 1957 loans—10,579—were in amounts exceed- 
ing the old maximum of $300. The total amount of these in the $300- 
$600 range was $5,316,879. 

The report said the overall amount of loans made during 1957 was 
$9,853,736. 

Net earnings of $351,619.65 were reported by the loan firms before 
deducting interest on funds they borrowed. The companies grossed 
$1,175,580.04 but reported expenses of $823,960.39. 

Bulk of the loans—21,020—were secured by chattel mortgages on 
household goods, while 5,629 were unsecured. 

The department’s statement said the companies earned $1,205,711.60 
in interest and charges during the year, compared to $1,068,607 in the 
previous year. 

The firms collected $1,168,064 of the interest earnings, or 96.88 per 
cent. The average monthly rate of interest collected, the report said, 
was 2.22 per cent and the average size of the loans made in 1957 was 
$317.15. The new law boosting the small loan ceiling went into effect 
last June 1. 


WASHINGTON: Recommendations submitted to the Washington 
State Governor’s Tax Advisory Council by subcommittees included a 
proposal that the council consider a “separate financial business tax 
against the presently exempted banks and other financial institutions, 
both state and federal, based upon stock shares on a basis that would 
make the impact comparable to the present business-and-occupation tax 
imposed on the interest income of others.” 

Final recommendations by the council are not expected until next 
fall, after which they will be prepared for submission to the 1959 State 
Legislature. 











TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 





Investments Not Limited to ‘‘Legals’’ 





In re Bankers Trust Co., New York County Supreme Court, 139 New York Law Journal 5, 
January 29, 1958 


A trust investment provided that the trustee was authorized to invest 
“in such securities as it may deem best, provided that before selling . . . 
or purchasing . . . any securities . . . the trustee shall first secure in writing 
the approval of the [corporation which established the trust.]” Question 
was presented whether such language restricts the trustee to legal invest- 
ments permitted by the New York Personal Property Law (Section 21). 
HELD: The trustee is not confined to legal investments, but may invest 
in any securities, subject to the duty to exercise prudence and due care 
and to obtain the approval of the donor corporation. The term “securi- 
ties” includes preferred and common stocks. The expression “in such 
securities as it may deem best” is substantially the same as “such securi- 
ties they may deem prudent and advisable,” and this latter language has 
frequently been held by the court to authorize investment in “non-legals.” 


Legal Evidence Justifying Executor’s Disbursements 





Hill v. Roberts, Kentucky Court of Appeals, March 21, 1958 


A Kentucky statute provided: “No credit shall be allowed a fiduciary 
for disbursements, fees or services without legal evidence to justify it.” 
It also required vouchers to be filed in support of disbursements. An 
executrix filed her final settlement and, as proof of her receipts and 
disbursements, she relied upon cancelled checks and her affidavit that 
all expenditures were proper. HELD: The executrix did not file a 
proper final settlement under the statute. The affidavits do not constitute 
legal evidence of the propriety of any particular payment, and the 
cancelled checks are not sufficient vouchers, because many of them fail 
to show what the disbursements were for. Moreover, the checks which 
do show the nature of the claim do not on their face appear to be 
authorized. 
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Presumption of Outright Bequest Rather Than Life Estate 





Harper v. Fuller, Georgia Supreme Court, March 7, 1958 


Decedent bequeathed his wife all his property “as long as she lives 
unless she sees fit to sell such things as she cannot use . . . I will that 
my said property be kept intact . . . until the youngest child becomes 
twenty-one years of age.” Question arose as to what interest in dece- 
dent’s property his wife received under the will. HELD: The wife 
received all her husband's property outright rather than a mere life 
estate with power of disposal. “It is clear from this provision of the 
will [as to keeping the property intact until the youngest child reached 
21] that the testator desired that a home be maintained for his children 
until all of them reached majority, at which time the power of disposition 
by his wife . . . would have no further limitation or restriction, and it 
was intended that she should then hold, use, and dispose of the property 
as her own.” Where there are no remainder or reversionary interests an 
outright bequest is to be inferred rather than a life estate, because it 
disposes of the entire estate rather than creating a remainder interest 
which must pass by intestacy. 


Definition of “Emergency” Which Permits Trustee To Invade Corpus 





Estate of Towers, New York County Surrogate’s Court, 139 New York Law Journal 6, 
February 26, 1958 

In holding that the desire of a life beneficiary to visit her mother in 
Europe was not such an emergency under decedent's will as to justify 
the discretionary invasion of trust principal by the trustees to finance 
the trip, the Court in the above case endorsed the following “reasonable 
definition” of an emergency: “A situation where the financial resources 
of the respective income beneficiaries including their income from the 
trust estates created for their benefit were, in the best judgment of the 
trustees, in such a state of insufficiency or unavailability that the en- 
croachment upon the trust would be immediately necessary to protect 
the income beneficiaries from want or necessity.” 











TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Power in Settlor to Control Enjoyment of Income Sufficient to 
Include Trust in Her Estate 





van Beuren v. McLaughlin, United States District Court, District of Rhode Island, 
April 29, 1958 


Twenty years before she died in 1951, decedent created a trust for 
her life and her husband and until the death of the survivor of them. 
Income was payable in equal shares to three beneficiaries. The settlor 
could change or amend the trust with the consent of the trustee and 
adult beneficiaries, but no change or amendment could revoke the trust 
or alter the provision for distribution upon termination. In an estate tax 
proceeding, HELD: “[Decedent-settlor reserved] the power in con- 
junction with said trustees appointed by her and removable by her at 
any time and with members of her immediate family to change or amend 
the terms of the trust insofar as the enjoyment of its income was con- 
cerned. By this power as grantor she retained a string on the disposition 
of that income until her death. For this reason the fair value of the 
income from the trust for its duration was properly includible in her 
gross estate under said Section 811(d)(2).” 


Claim For Refund Must Be Made Within Three Years of 
Probate of Later Will 





Walkden v. United States of America, United States Court of Appeals, Sixth Circuit, 
May 21, 1958 


An executor paid the federal estate tax in 1951. In April 1953 a 
later, superseding will was found, admitted to probate and subsequently 
sustained as valid after litigation. The later, superseding will, by reason 
of a charitable bequest, resulted in less estate tax. After the litigation 
ended, the executor sued for a tax refund in June 1956. HELD: The 
executor’s claim is barred. The Internal Revenue Code provides a 
limitation period on refund claims of three years from payment of the 
tax. The three-year period in this case began to run from April 1953 
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and the claim for refund was not made until June 1956, “more than three 
years from the critical date when the executor of the second will could 
have filed his claim for refund.” 


Settlor’s Unexercised Right to Consent to Invasion of Corpus 
Does Not Bring Trust Into His Gross Estate 





Estate of Kasch, Tax Court of the United States, April 23, 1958 

In 1988 decedent created an irrevocable trust for the benefit of his 
wife and his descendants. The trust was to continue for seven years or 
until the death of the wife, whichever event occurred later. No part of 
trust income or corpus could ever revert to decedent, and decedent re- 
tained no unconditional power to alter, amend, change, revoke or ter- 
minate any of the trust provisions. He did retain the power to require 
his written consent to an invasion of corpus in case his wife or any 
child became incapacitated and other funds were unavailable. In an 
estate tax proceeding, HELD: The trust corpus is not includible in 
decedent’s gross estate. In the absence of the occurrence during dece- 
dent’s life of any of the conditions which would require his consent to 
an invasion of corpus, decedent was without any power to redesignate 
the persons who should possess or enjoy trust property or income and 
without the power to alter, amend, revoke or terminate the trust. 


No Estate Tax on Bonds Held Abroad by Nonresident Alien 





Pulvermann v. Commissioner of Internal Revenue, Tax Court of the United States, 
May 12, 1958 

Decedent was a resident and citizen of Germany and owned bearer 
bonds of an American corporation. In 1933 he had the bonds registered 
in the name of his son, a resident of Argentina, but he reserved the 
right to revoke the transfer. Thereafter he received from the corporation 
new income bonds for the old bonds and deposited them in London, 
where they were destroyed in an air raid in 1941. The American Alien 
Property Custodian secured a reissue of the bonds and sold them in 
1944, after decedent’s death. Decedent’s son received the proceeds of 
sale, but the Alien Property Custodian withheld a sum as a reserve for 
American estate taxes which might be due. HELD: No American 
estate tax is due. The American bonds were not situated in the United 
States at the time of decedent’s death because they were owned by a 
nonresident alien at the time they were destroyed in London. Further- 
more, the bonds were not physically located in the United States at the 
time decedent made the revocable transfer to his son. 
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Edited by OSCAR LASDON 


Government Bond Market 
EARINGS before the House 


Act of 1957 have disclosed some 
interesting data which have not 
hitherto been presented in as com- 
plete and concise fashion. 

For example, “Why is it that the 
Open Market Committee of the 
Federal Reserve System does not 
buy and sell United States Govern- 
ment Securities directly from or to 
the member banks?” 

Answer: “An essential feature of 
a well-organized market is the exist- 
ence of a center where buyers and 


sellers may freely and with mini- 
mum delay effectuate their desired 
transactions. In such a market, 
there must be professional special- 
ists prepared to quote firm prices, 
both for purchase and sale, and to 
make good on their .gerentions at 


their own risk. By effecting these 
transactions only with these pro- 
fessionals, the System is able to 
conduct its transactions imper- 
sonally, is assured that the trans- 
actions are accomplished at best 
market prices, and has available a 
mechanism that maintains the 
broadest continuing contacts with 
the various segments of the market. 
It would be completely impractical 
for the System to contact all mem- 
ber beaks and other holders of 
securities when operations are ne- 
cessary to out the directives 
of the System Open Market Com- 
mittee.” 

There are 15 or more principal 
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dealers who make the market in 
U. S. Government securities and 
who transact business with the 

Market Committee. One-third 

these are bank dealers, and a 
balance is ely composed o 
securities Pr This inspired 
the following question: “In case 
some of the 15 dealers who deal 
with the Market Committee 
should try to ‘rig’ the market, what 
are the penalties?” 

Answer: “Basically, the market 
for United States Government se- 
curities is self-policing and would 
provide its own penalties for at- 
tempts at rigging. It is a highly 
competitive market actively parti- 
cipated in by the professional in- 
vestment managers of practically 
all of our leading financial institu- 
tions and a significant number of 
industrial and commercial organi- 
zations in addition to the dealers 
who transact business with the 
System account. In such a market, 
any attempt to rig invites losses 
rather than gains. There are, of 
course, general laws governing 
securities trading which would be- 
come effective if evidence of rig- 
ging became available. These laws 
would include state laws, such as 
the Martin Act in New York State, 
and the Securities Exchange Act 
of 1934. The penalties would be 
the same as those applying to any 
other securities dealers or brokers 
who commit similar offenses in 
other securities markets.” 

The above questions were two of 
forty-four submitted by Represen- 
tative Wright Patman of Texas to 
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Chairman William McC. Martin of 
the Federal Reserve Board. With 
respect to the second question, this 
writer wonders how it would be 
ible for any organization to 
Buck the pattern of open-market 
rates estab via Federal Re- 
serve policy. Just who it would be 
and how it could be done are 
worthy of an Alfred Hitchcock. 


Industrial Mortgage Insurance 

Establishment of a mortgage in- 
surance program for industry, 
similar in concept to the FHA for 
private homeowners, has been pro- 
posed. Such a program is designed 
to fill the gap between the circum- 
scribed lending powers of the 
Small Business Administration and 
available public or private finan- 
cing. ; 
Frank G. Binswanger, nationally 
known realtor, recommends this 
long-range industrial mortgage in- 
surance program for manufacturing 
industries with assets of $5 million 
or less. Creation of a Federal In- 
dustrial Mortgage Agency, to ad- 
minister the program, is urged; it 
is suggested that the agency be 
empowered to guarantee 50 per 
cent of the mortgage commitment 
sought by a company. Mortgages 
would run for a maximum maturity 
of 25 years, at prevailing rates of 
interest. 

As outlined by the sponsor to 
two members of the U. S. Senate, 
the agency would insure mortgages 
for the construction of new plants. 
It would also insure mortgages for 
the purchase of existing facilities 
for modernization and expansion 
4 manufacturing companies and 

ed industries, such as research 
and development laboratories. 

Mr. Binswanger’s thesis is simple. 
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Large corporations, he comments, 
can float security issues to raise re- 
quired funds, but small and med- 
ium-sized companies “have no place 
to turn.” He claims that these 
other than e co tions 
resent 84 > of the industrial 
units of country and account 
for 48 per cent of the dollar volume 
of American industry. He believes 
that an industrial mortgage agency 
would stimulate the flow of funds 
from private sources, much as the 
FHA does for private home build- 
ing. Also, by limiting the insurance 
to one-half the total, twice as much 
money would be made available to 
industry. 

What would be the eligibility 
test for an industrial concern? First, 
there are the usual requirements 
for normal financial stability and 
net worth. Second, the company 
must be engaged in a manufactur- 
ing process or an allied field—such 
as research and develo t. 
Third, insured facilities, whether 
new construction or existing struc- 
tures, may not exceed 300,000 
square feet per plant, and should 
be buildings that can be used by 
more than one type of industry. 


It is suggested that no limit be 
imposed on the number of insured 
mortgages that a company is per- 


mitted. euaen aw eee e is 
protection for companies with 


multi-plant operations who, of ne- 
cessity, might apply for several 
mortgages in a relatively short 
period. 


Mr. Binswanger believes that 
such a program is highly preferable 
to “pump-priming” public works 
pret As a temporary measure, 

use of the recession, he recom- 
mends priority for those mortgages 
which assist plant construction in 
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areas troubled with severe unem- 
ployment. 


Capital Gains Distributions 
and Trust Accounts 


Many investment companies dis- 
tribute realized ~ gains to 
shareholders and distributions 
sometimes give rise to special 
lems when investment company 
shares are held in trust accounts. 
Reference to these problems ap- 
pears in Arthur Wiesenberger & 
Company’s 1958 edition of Invest- 
ment Companies, long accepted in 
the financial community as the 
“bible” of the trade. 


Should all or any of the distribu- 
tions derived from capital gains be 
paid to the life-tenant? Or, should 
they be credited to principal? The 
answer, points out the Wiesenber- 

manual, may depend on state 


er 
Cw or court decision. However, 
where the trust instrument express- 


ly covers the 
erally no problem. 

Payment of realized capital gains 
to the life-tenant, it is observed, 
tends to lower his future income 
and to reduce the remainderman’s 
interest. Conservative trust prac- 
tice, it is also remarked, is inclined 
to treat — gains as part of the 
estate. income is a prime 
consideration for an estate, the 
trustee is urged to select investment 
company securities that stress in- 
come rather than capital apprecia- 
tion. 


“There have been recent lower 
court decisions in New York and 
Pennsylvania,” notes the Wiesen- 
berger compendium, “to the effect 
that a distribution of capital gains 
of an investment company should 
be allocated to the life tenant as 


t, there is gen- 
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income. (See matter of Byrne, 81 
N.Y. Supp.2nd 23.) While these de- 
ductions have, at least, the virtue 
of clarity and easy application by 
fiduciaries, their efforts in many 
instances would seem contrary to 
conservative trust practice. (A 1956 
decision in a Maryland court holds 
that capital gains distributions are 
principal.) Where these decisions 
apply, however, they emphasize 
e obligation of the trustee to 
choose those investment companies 
whose securities and policies seem 
best suited to the particular require- 
ments of his individual accounts.” 
Where capital gains distributions 
occur, fiduciaries and those who 
create trusts find definiteness and 
clarity, with to the treat- 
ment of these tions, most 
important. Obviously, a well-drawn 
or trust instrument is the best 
safeguard. Exclusively devoted to 
investment company dividends and 
distributions is one of the chapters 
in the manual, and this discussion 
should be helpful in outlining the 
framework of appropriate provis- 
ions. 


The Price of Gold 


The decline in the ratio of in- 
ternational gold reserves to the 
volume of world trade has pro- 
duced, according to the London 
Economist, an undesirable squeeze 
on liquidity. Since prewar days, it 
is noted, the dollar price of many 
commodities entering into interna- 
tional trade has trebled, while the 
dollar price of gold has remained 
stationary. “Economically; there- 
fore,” remarks the Economist, “there 
is now a very strong case for either 
(a) increasing the supply of the sub- 


stitutes for gold w the world 
has rovtond x created for itself in 
the last 20 years; or (b) increasing, 
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perhaps trebling, the price of gold 
itself. 

The Economist's position is ex- 
amined and criticized in the June 
Monthly Letter of the First Na- 
tional City Bank of New York. It 
synthesizes the Economist's position 
in the contention that the growth 
of world trade plus inflation creates 
a need for more gold reserves 
which can be provided by mark- 
ing up the price, world-wide. “This 
is getting the cart before the horse,” 
says the Monthly Letter. “The in- 
flation of the past 20 years got its 
gold base out of the excessive rise 
in gold price and enormous stimu- 
lation to gold production. If the 
gold price were to be related to 
commodity prices and marked up 
every time commodity prices rose, 
it would cease to have use or mean- 
ing as an official —— standard. 
The use of any fixed gold price is to 
check excessive credit expansion 
and rising commodity prices.” 

Any alteration in the ratio of gold 
to the dollar, declares the First Na- 
tional City Bank, would have large 
implications, and these would run 
far beyond the bonanza to gold 
miners. All who have trusted the 
dollar, both foreign governments 
and individuals, would be penal- 
ized. On the other hand, windfall 
profits would be handed out to 
those who have not. The n 
lubricants for the intricate world- 
wide machinery of industry and 
trade are credit and trust, and the 
very talk of a rise in the dollar 
price of gold is a threat to pros- 
perity. 

Rates Charged Business Borrowers 

During the two years of tight 
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money from 1955 to 1957, the rates 
of interest charged small business 
borrowers and large corporate bor- 
rowers did not move uniformly. As 
a matter of fact, while the me 
d e firms increased su 
ert vy howe charges to small 
business borrowers remained vir- 
constant. These survey re- 
sults are disclosed in the June 
Monthly Review of the Federal Re- 
serve Bank of St. Louis and are 
based on the experience of Eighth 
District Commercial banks. e 
The average interest rate charged 
on all business loans by = Dis- 
trict member banks rose 4.32 
in 1955 to 4.96 in 1957, an increase 
of .64 percentage points. Concur- 
rently, the eee iy rate charged 
firms with assets of $100 million or 
more rose 1.12 percentage points. 
On the other hand, the von oh rate 
to the smallest borrowers increased 
only .06 of a percentage point. 
What accounted for the higher 
increase in rates to large borrow- 
ers? According to the St. Louis Re- 
serve Bank, small borrowers, in 
many cases, were already close to 
or at the effective maximum rates 
permitted by law. Also, monetary 
restraint may have tended to elim- 
inate some of the smallest and least 
creditworthy firms from loan con- 
sideration. Another factor is that 
small banks, which provide much 
of the financing for small borrowers, 
did not raise interest rates to the 
same degree as the larger institu- 
tions. Small banks are more remote 
from day-to-day pressures of the 
money market and customarily do 
not change their interest rates as 


on agen as do the large urban 
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SAFE DEPOSIT MANUAL, Penn- 
sylvania Bankers Association, 
Harrisburg, Pennsylvania. The 
Pennsylvania Bankers Associa- 
tion has published a new “Safe 
Deposit Manual” which covers 
the technical and practical as- 
pects of safe deposit services and 
includes a set of recom- 
mended forms and contracts for 
safe deposit departments. The 
publication of this text is the 
result of more than two years of 
intensive work and research by 
the PBA Safe Deposit Sub- 
Committee under Chairman 
Martin H. Cole, manager, Safe 
Deposit Division, Mellon Na- 
tional Bank & Trust Co., Pitts- 
burgh. The 68-page manual was 
developed as a guide or set of 
working instructions for vault 
personnel to assist them in con- 
ducting safe deposit operations. 
The manual devotes eight chap- 
ters to general information, types 
of rentals, appointment of a 
deputy, procedure in event of 
death or incompetency of a 
renter, access to safe deposit box 
by federal or state officers, sur- 
render and termination of con- 
tract, rules for vault attendants, 
and recommended records. The 
manual contains illustrations of 
33 forms and contracts which are 
vital to safe deposit operations. 
Article XI, Section 1101 of the 
Pennsylvania Fiduciaries Act, 
concerning foreign fiduciaries, 
and an illustration of an affidavit 
by foreign fiduciary are also in- 
cluded in the text. The manual 
is bound loose leaf so that it 


may be amended when neces- 
sary. Complimentary copies of 
this new manual have been 
mailed to all PBA member 
banks. Copies of the manual are 
available at $2.50 per copy and 
can be ordered from the Penn- 
sylvania Bankers Association, 
Box 152, Harrisburg, Penn- 
sylvania. 


A TRAINING GUIDE FOR THE 


BANK CREDIT DEPART- 
MENT, Robert Morris Asso- 
ciates, Philadelphia National 
Bank Building, Philadelphia 7, 
Pennsylvania. Robert Morris 
Associates, the National Associa- 
tion of Bank Loan Officers and 
Credit Men, has just published 
“A Training Guide for the Bank 
Credit Department.” This ring- 
bound course of study, with 
provision for cumulative supple- 
ments, contains a wealth of the 
most outstanding material avail- 
able from many sources com- 
piled in a series of lessons with 
supplied or suggested outside 
reference reading arranged in 
such a way that it can be applied 
with complete flexibility to meet 
the requirements of any bank 
training program, particularly 
the smaller institutions’, and 
supplement everyday work in 
the Credit Department. Each 
Robert Morris member banks has 
received a copy of the Guide 
without cost. Non-member banks 
may purchase “A Training Guide 
for the Bank Credit Department” 
for $37.50 by ordering the text 
from Robert Morris Associates. 








HELP US KEEP THE 
THINGS WORTH KEEPING 





Speech is free in America. But it’s 
not free for the keeping! Protect- 
ing our American heritages costs 
money. 

Money for strength to keep the 
peace. Money for science and edu- 


cation to help make peace lasting. 
And money saved by individuals. 

Your Savings Bonds, as a direct 
investment in your country, make 
you a Partner in strengthening 
America’s Peace Power. 


HELP STRENGTHEN AMERICA’S PEACE POWER 


BUY U.S. SAVINGS BONDS 


The U.S. Government does pot pay for chia oduwrsicing. The Treasur: Devens 
The Advertising Council and Rie magasine & 


thanks, for their patriotic donat: 








